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PROLOGUE 


Those who (in charity) 
Spend of their goods 
By night and by day, 
In secret and in public, 
Have their reward 
With their Lord: 
On them shall be no fear, 
Nor shall they grieve. 


Those who devour usury 
Will not stand except 
As stands one whom 
The Evil One by his touch 
Hath driven to madness. 
That is because they say: 
“Trade is like usury”, 
But Allah hath permitted trade 
And forbidden usury, 
Those who after receiving 
Directions from their Lord, 
Desist, shall be pardoned 
For the past; their case 
Is for Aliah (to judge), 
But those who repeat 
(The offence) are Companions 
Of the Fire: they 
Will abide therein (for ever). 


Allah will deprive 
Usury of all blessing, 
But wil give increase 
For deeds of charity: 

For He loves not 
Creatures ungrateful 

And wicked 


(Qur'an, 2: 274-276, trans. Yusuf Ali, see Reference section) 
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PREFACE 


Professor Masudul Alam Choudhury is one of the most prolific writers in the 
field of Islamic economics whose pioncering work has made a substantial 
contribution to the development of the discipline. In writing this advanced 
exposition he has teamed up with Mohammad Ziaul Hoque, a fellow 
researcher at Sultan Qaboos University im Muscat. Together they have 
produced this interesting collection of essays that throw new light on some of 
the issues that those working in the field of Islamic economics have grappled 
with in recent years, 


The approach is centred on the Islamic concept of Tawhid, the unity of 
divine knowledge and the oneness of Allah, and it is this that brings the 
diverse clements together and provides a common thread. In particular by 
applying the principles of Shura or consultation to intellectual debate, the 
authors develop an interactive, integrative and evolutionary process to tackle 
cach of the issues addressed. Although not always easy to follow, the 
interested reader who adopts this methodology will be rewarded with pertincnt 
insights. 

Most Muslim economies can of course be classified as developing, and 
in this context it is perhaps appropriate that in the first substantive chapter of 
the book the authors provide an Islamic critique of conventional approaches to 
development. The stress is on community based development and group rather 
than individual empowerment, with a particular focus on the elimination of 
poverty as a development objective, Population growth is viewed positively 
rather than negatively, with population change classified as an endogenous 
phenomenon rather than being treated exogenously. The authors believe that 
the demographic transition to aging societies that has occurred in Europe, 
Japan and China will not happen in Muslim countries that will continue to 
enjoy high birth rates because of political and moral imperatives, 


The essay on corporate governance ts interesting, as it is only during 
the last decade that Islamic economists have tumed their attention to these 
issues. Striking the optimal balance between the different stakeholders in 
conventional business enterprises is difficult, as there will always be conflicts 
of interest between the management, the sharcholders as owners and the 
workers, Choudhury and Hoque propose a very different business model for 
Islamic societies based on the principles of Shura or consultation where all 
stakeholders share the same goal of Tswhid or divine unity. Given this 
objective issues such as financial reporting and transparency are not imposed 
on an unwilling management, but rather insider knowledge is willingly shared 
and the concepts of private and public domains become fused, 


As might be expected in any book on Islamic economics and finance, 
the treatment of the latter accounts for much of the writing. Paper money is 
seen as destabilising, and a case is argued for asset-backed money, notably an 
Islamic Dinar backed by gold. Although Choudhury and Hoque admit that the 


x Islamic Economics and Finance 


price of gold has not always been stable in the short run, they assert that it has 
been a good store of value in the longer term, The return to a gold standard 
system should facilitate monetary integration and trade between Muslim 
countries if they adhere to such a standard. The authors support the concept of 
a one hundred percent reserve requirement being imposed on commercial 
banks in the interests of financial stability, and discuss this in the context of 
the Islamic prohibition of Riba or interest. There is also an interesting 
technical treatment of Takaful, Islamic insurance. 

The title indicates that this work is an advanced exposition, and the 
interested reader will need to persevere to extract the implications of the 
arguments. Nevertheless the struggle will be worthwhile, as the work contains 
many interesting insights. Too often the ideas of authors that are ahead of their 
time are dismissed as unrealistic, but reality itself changes. Ultimately 
economic behaviour is determined by beliefs and aspirations. Those who share 
the goal of Tawhid can in the long run benefit from a financial and monetary 
system that is more just and less confrontational than that prevailing in the 
present imperfect world where man too often puts his own interests above 
those of the Creator 
Professor Rodney Wilson, 

University of Durham 
Institute for Middle Easter and Islamic Studies 
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The tenor of this book as an advanced exposition of the field of Islamic 
economics and finance is a critique of the field of mainstream Islamic economics and 
finance. It also comprises a foundational development of the themes covered in this 
book. Such an approach is advanced in the sense of it being epistemological in nature 
in reference to Qur’anic knowledge and the use of the guidance of the Prophet 
Muhammad (Sunnah) on various issues. Both the Qur'an and the Sunnah form the 
fundamental epistemology of unity of knowledge. While Professor Choudhury has 
developed this theme extensively in many of his published works, The same theme ts 
invoked in this book to establish the epistemological approach to the study of 
economic and financial issues and problems. The focus is on the interrelationships 
between money, real economy and socio-economic development 


This kind of an epistemological methodology in the study of problems and 
issues of economics and finance 1s quite different from the usual approach taken by 
those who profess to work in this ficld in reference to mainstream economic and 
financial doctrines. We claim that in such an existing methodology no fresh demand 
is made on what truly must be ‘Islamic’ The essentially different methodological 
worldview of the Qur'an and the Sunnah governs diverse issues of the socio-scientific 
order We therefore reluctantly use the terminology of ‘Islamic economics and 
finance’, noting that what we develop and apply in our advanced exposition is a 
umque methodology of unity of knowledge that can be applied to a wide range of 
problems and issues spanning the entire socio-scientific spectra. Only specifically the 
same methodology of unity of knowledge ts applied in the present case to study 
selected themes of economics and finance in the light of the Quranic methodology 
and further supported by the Sunnah of the Prophet Muhammad on such issues 


We thank all those, compnsing scholars, critiques and students who have 
examined our epistemological approach as derived from the Quranic worldview and 
as used to study diverse socio-screntific problems of life and thought. Such 

ion and criticism of our thought have come from vanous parts of the world 
and have been healthy for our intellectual development 


Masudul Alam Choudhury & Mohammad Ziaul Hoque 
June 30, 2004 
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CHAPTER I 


INTRODUCTION; 
THE EPISTEMOLOGICAL REFERENCE 


Throughout the chapters presented here there is a unique reference of all the 
issues and problems studied to the epistemological premise of unity of divine 
knowledge. In the Qur'an this unity of divine knowledge is termed as Tawhid, the 
oneness of Allah. The conception and application of all Islamic issues must 
emanate in reference to this unique premise. Thus al! such issues, conceptions and 
applications become knowledge-centered in reference to Tawhid. There is a 
methodology for the derivation of the conception and rules emanating from the 
Tawhidi premise. Such a methodology goes through the understanding of the 
pervasively unified systems view of creation presented in the Qur'an and is 
referred to as the ‘pairing’ of all entities in the universe for understanding by the 
contemplative observer on the Signs of Allah (Ayath Allah). 


From this premise we derive the most powerful and distinct principle of 
the Quranic understanding of phenomenology in reference to systemic unity of 
the component entities of systems. This is the principle of complementarities, 
arrived at by interaction among the unifying domain of diverse possibilities. 
These possibilities are combined together in pervasively complementary relations, 
from which the interacting entities learn in continuum. After integrating such 
relationally complementary and interacting entities, the entities subsequently 
evolve into newer phases of learning by fresh origination of knowledge-flows 
emanating from the episteme of divine oneness of knowledge. 


Now what is true of knowledge is equally true of falsehood or ‘de- 
knowledge’ signifying a world-system that remains permanently and compositely 
competing by methodological individualism as opposed to cooperation and 


2 Islamic Economics and Finance 


sharing. The latter is the negative scale of knowledge denoting negation of 
Tawhid and hence is non-Islam. 


The continuously evolutionary and recursively learning processes follow a 
particular method of deriving knowledge through the medium of interaction, 
which then leads to integration (relational complementarities), and thereby evolve 
into newer knowledge-flows (likewise ‘de-knowledge’ or falsehood), The 
institutional form of such interaction followed by integration and thereafter by 
creative evolution of knowledge-flows and their attenuating cognitive and 
relational entities is referred to in this work as the embryonic Shura (consultation 
as embryonic participation between entities) continuously interacting with Tasbih 
(conscious worship by world-systems in reference to the divine laws). 


In the Qur'an the term Shura (more correctly Tasbih-Shura) means 
consultation but broadly also participation. It is not limited to political 
institutionalism alone. Rather, the deeper meaning of the Shura as a process of 
learning combines the intrinsic causal relationship between the human mind and 
the abstraction of all world-systems, The process linked with learning in and 
through the participatory process is thus referred to in this work as the Shuratic 
Process (discursive process) or equivalently the Interactive, Integrative and 
Evolutionary Process (IIE-Process). This process is explained below. The IIE or 
Shuratic Process is studied in depth in respect to the economic, financial and 
soojal issues treated in different chapters of this book. 


The purpose of this introductory section to the following chapters is to 
keep the reader perpetually focused on the Tawhidi epistemology as the unique 
methodology that is constantly invoked throughout this book. Its explanation is 
introduced presently in a descriptive way. Without this permanent reference to the 
Tawhidi epistemological roots there can be no Islamic context of learning and 
understanding of world-system. In this same learning experience we find that the 
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Islamic worldview according to which all problems of economy, finance and 
society are understood and organized are contrary to the methods and 
methodology of mainstream thinking. Of particular emphasis here is the contrary 
views between Islam and neoclassicism in scientific thinking and its application. 
Neoclassicism stands on competition and marginalism. Islam stands upon unity of 
divine knowledge. Thus distinct epistemological origins are understood and 
applied to the construction, analysis and delineation of world-systems and their 
composite issues and problems. 


Characterizing the Shuratic Process (Discursive Process) or the LE-Process 


In the Shuratic or I1E-process knowledge-flows are formed by, 

(1) The Will and Command of Allah, 

(2) The guidance or the Sunnah of the Prophet Muhammad, 

(3) The guidance of the leamed ones in accordance with (1) and (2) 

(4) Enlightened discourses within and across communities (thus systems) 

(5) Derivation of concepts followed by the development of ways and 
means that is instruments, policies and programs to fuse the precept of 
unity of knowledge into the understanding, analysis and construction 
of cconomic, financial and social issues and problems of world- 
systems. 

(6) Continued evolution of the experience of unity of knowledge through 
the relational sequences of (1)-(5) with respect to relational world- 
systems that are unified by the principle of complementarities between 
the composite systemic entities. Pervasive complementarities also 
convey the idea of pairing across diversity of entities, issues and 
problems of world-systems, 

(7) The closure of (1)-(6) with the ultimate accumulation of knowledge is 
in the Event of the Hereafter (Akhira). This indispensable event closes 
the pervasively and continuously learning universe premised on unity 
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of knowledge in its very large scale. The passage to such a completion 
takes place through the relational dynamics of microscopic world- 
systems that experience the dynamics of the IIE-processes while 
cumulatively progressing through the evolutionary world-systems. 


The uniqueness of the HE or Shuratic Process methodology in all issues 
and problems of world-systems is recognized by the pervasive complementaritics 
of relations between knowledge-induced entities, all of which refer uniquely to 
the same methodology of unity of knowledge despite the diversity of problems, 
issues and the nature of composite sub-systems of the systems under study. While 
the complementary interrelations remain embedded in the general system, yet 
they are unraveled by conscious invocation of the human mind, Such an 
intellection of unity of knowledge with respect to the Tawhidi epistemology and 
its organization in the world-system forms the extensively relational Quranic 
worldview. 


No scientific thought has appeared and developed without epistemological 
reference at the core, While we reject neoclassicism and much of received 
economic theory and its application to real world problems by the Islamic 
methodology, we recognize that neoclassicism and economic theory has its own 
epistemological roots. That contrary epistemology is premised on rationalism and 
economic rationality. This ts reflected in the postulate of methodologica! 
individualism of competing opposites. The preferences describing behavior in the 
individual, household, producer, institution ete, are similarly aggregated from this 
kind of a competing and conflicting worldview. 


In order to contrast this viewpoint of methodological individualism by the 
Islamic methodology we invoke the relevant methodology of the Qur'anic 
worldview. That is referred to as the Tawhidi epistemology, It will be used 
substantively throughout all the chapters in reference to this Introductory Chapter. 
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The goal of Islamic banking and financial institutions is to embed 
themselves as sub-systems that can carry social, economic and financial 
transformation in the light of the critical foundation of the Tawhidi epistemology. 
The transformation is then aimed at the total change and reconstruction of the 
Muslim World into what is called the Ummah, the world nation of Islam. 


The Islamic institutions in general are therefore, responsible entities 
charged by the Islamic consciousness to undertake the greater overarching goal of 
Ummatic transformation while attending to the interest of shareholders in terms of 
the protection of their wealth, the sustenance of the progeny, the duty of social 
and financial security and playing dynamic role in human resource development 
in the light of the Tawhidi worldview at all levels, but more importantly at the 
grassroots. This kind of an epistemological approach extends the relevance of the 
Islamic Law (the Shari'ah) to economic and financial activites. Without attending 
to this broad purview of the relational concept of a community and Ummatic 
transformation, the relevance of Islamic institutions in the social economy cannot 
be established. 


The conception of knowledge according to the Qur'an being uniquely 
embedded in divine oneness, it is distinct from a cursory reference to rational and 
instrumental conception of knowledge. The latter category neither precedes nor is 
it independent of the divine epistemology of Tawhid, Thus we uphold the claim 
that there is no ‘knowledge’ other than the Tawhidi inspired knowledge of unity 
of life, thought and action. The discursive process of knowledge formation as in 
the Shuratic Process or the IIE-process both commences from the Qur'an and is 
ratified by the Qur'an, We refer to this kind of reasoning as the methodology of 
self-referencing. It is altogether different from the refutation hypothesis of the 
philosophy of science in Western thought, 


CHAPTER 2 
THE PARADIGM OF SOCIO-ECONOMIC DEVELOPMENT 


The meaning of development in the economic literature has always been 
explained in terms of certain critical macroeconomic indicators linked with the 
generation of economic growth, efficient allocation of resources and distribution 
of income and wealth, Within these broad categories are taken up principal issues 
such as, population dynamics, employment, entitlement, empowerment, poverty 
alleviation, human development, sustainability and the environment (Meier, 1995; 
Sen, 1986; World Bank, 2000). More recently, such themes have also been 
extended to gender issues, corruption and the political economy of self-reliance of 
nation states confronted by the forces of globalization (Mehmet, 1990), 
militarization (Choudhury, 2001) and technological backwardness as well as 
dominance. 


In the above approaches to the study of socio-economic development the 
methodology used is a segmented study and analysis of such broad development 
problems with the methods of economic and social analysis. Left out in such a 
study are the interlinked perspectives of various issues and problems within a 
general equilibrium framework and then to find out how causality is established in 
their circular feedback linkages. When we incorporate this holistic perspective 
and treat the moral, ethical and social issues in a comprehensive way, the meaning 
of socio-economic development as a study in the general ethico-economic 
methodology changes. We then define development in three particular ways, 


Two Definitions of Socio-Economic Development 


Firstly, the South Commission (1990) defined socio-economic development as 
follows: 
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Development is a process of self-reliant growth, achieved through the 
participation of the people acting in their own interests as they see them, 
and under their own control. Its first objective must be to end poverty, 
provide productive employment, and satisfy the basic needs of all the 
people, any surplus being fairly shared ... In addition, development 
presupposes a democratic structure of government, together with its 
supporting individual freedoms of speech, organization, and publication, 
as well as a system of justice which protects all the people from actions 
inconsistent with just laws that are known and publicly accepted. 


The social and philosophical meaning of development is implied from 
Anthony Giddens’ (1983) concept of social ‘presencing’. Giddens writes (p. 8), 


In social theory time-space can be understood as ‘presencing’, the 
continual intermingling of presence and absence that constitutes social 
conduct. 


This is an important perspective in understanding how modernity as an 
aspect of development comes about as an unending chain of causation between 
attained states and their onward evolution. Giddens’ idea of modernity now used 
to explain development as an evolutionary process was also projected in 
Foucault's (sce Dreyfus & Rabinow, 1983) writings on post-modernity as a 
futuristic perspective of development, Foucault wanted to explain how post- 
modernity is a deconstruction of acquired states of modemity by the emergence of 
non-foundationalism and a plethora of non-conventional questioning of the 
modem mind and its scientific doctrines, Foucault referred to this totality of 
human understanding and the roots of knowledge as the episteme, We are now 
invoking such epistemic implications of the theory of political economy of 
development in a similarly evolutionary context. 
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Ethico-Economic Concepts of the Development Paradigm 


Other writers have contributed profoundly to the literature on the ethico-economic 
foundations of development studies. Notable among these are the works of 
Schumacher (1974) and Goulet (1971, 1995), Choudhury (1993) presents these 
ideas and detailed discussions on various development paradigms. 


EF. Schumacher's Development Paradigm 


Schumacher’s treatment of ethics in development emphasizes the following 
ethico-economic perspectives: First, there is need to reorient society's knowledge 
in the direction of proper choices of goods to produce and consume and on the 
appropriate technology choices to employ in the selection of proper bundles of 
goods and services. Secondly, the internal management structure and decision- 
making aspects of enterprises must change from large and concentrated ownership 
to decentralized, democratic and freedom-prone organizations participated in co- 
operative contracts between owners, workers and shareholders as stakeholders, In 
all of these goals stability, long-term survival of enterprise and employment are 
key points. Yet with profit sharing in such joint and participatory ventures wages 
would not be high but real wages are expected to remain stable in tandem with 
stable prices of goods and services of the appropriate types, socially speaking. 


On the theme of appropriate choice of technology, Schumacher places 
great emphasis on the use of primary resources for the production of 
manufactured goods. In his ecological perspective there is a keen interest on the 
conservation of primary goods, Primary goods become the source of all 
productions and are in turn conserved by the cyclical flow of resources from 
secondary productions. Schumacher who was concerned with the question of the 
production problem did not consider this kind of cyclical linkage that reproduces 
itself between the primary sector and the secondary sector. Behind this circular 
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causation between the two sectors and the productive factors together with the 
technology involved there are the social factors and human preferences, Such a 
totality of interaction takes place if and only if there is a worldview to guide and 
instruments to implement the interconnected networking in the framework of 
systemic unity of knowledge. 


Denis Goulet's Development Paradigm 


Denis Goulet had contributed significantly to the recent literature on development 
ethics. Goulet defines development as the maximizing of life-fulfilling activities, 
Such activities are seen to bring about both material and social wellbeing. One 
can take within the social wellbeing criterion a gamut of possibilities for material 
and social wellbeing, All these are implied by the South Commission's definition 
of development. 


Goulet's concept of development thereby includes the following targets: 


1. Co-operative institutions are established between the dominant and small- 
scale producers and enterprises. Thus the power structure of governance 
becomes shared and equitable. 

2. Co-operative institutions lead to collective and shared decisions between 
participants. 

3. Freedom of choices by the participants is encouraged, 

4. Environmental consciousness and the survival of the progeny are 
important ethical issues in the development process, 

5. Human resource development is important in enabling participants to 
deliberate on their perspective of human wellbeing in the intertemporal 


Sense 
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The Islamic Worldview of Socio-Economic Development 


With the foregoing comparative picture on some of the ethical perspectives on 
socio-economic development and the delineation of the critical issues tackled in 
development studies we can now tum to the Islamic worldview in this ficld. How 
are the Islamic conception, application and measurement of socio-economic 
development parameters similar and different from those in mainstream thinking 
and those given by the school of development ethics? We now tum to investigate 
these questions in some details. 


In reference to Chapter 1, the Tawhidi epistemological methodology 
organizes the goal of unification of knowledge among the entities of systems, The 
degree of effectiveness of systemic relational complementarities between various 
recommended entities in the light of the Islamic Law (Shari'ah) is evaluated by 
means of the social wellbeing function. Hence the social wellbeing criterion 
measures the level of systemic unity of knowledge attained in the discursive 
learning experience of the Shuratic Process or the IIE-process (Interactive [= 
interaction over diversity), Integrative [= complementaritics and consensus] and 
Evolutionary [= creative and dynamic re-origination of knowledge-induced 
world-systems) as referred to in Chapter |) in reference to a methodological 
understanding of the Tawhidi worldview, cither quantitatively or in the Shuratic 
discursive sense. 


Remember always that Tawhid is the worldview. IIE or the Shuratic 
Process is equivalent methodology emanating from the worldview of Tawhid, The 
world-system is the complementary order whose epistemology is premised on 
Tawhid and explained by the methodology of the IIE-process or equivalently the 
Shuratic Process. Connected with the ILE-process are the IIE model, IE relations 
ete, 
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Any worldview must have an abiding praxis, which forms the 
epistemology of that system of thought, applications and analytical 
measurements. In mainstream development theory the neoclassical economic 
paradigm centering on growth as the pivot of all subsequent human betterment 
has been thoroughly pursued. Such growth perspectives may acquire particular 
forms, such as the World Bank's recent approach to poverty-centered growth, But 
as long as the neoclassical economic theory is used to explain any of these there 
remains the permanent structural feature of its postulate of marginal substitution 
explaining trade-off between competing alternatives, In these trade-offs are 
embedded the conflicting interests followed by methodological individualism and 
independence between goal muximizing opposites: the mch and poor, the 
industrialized and developing countries, economic efficiency and distributive 
equity, large and small producers, gender opposition, population growth and 
poverty, ecological conservation and de-industrialization, capital and labor and so 


on, 


In the Islamic worldview a precise praxis of its own must explain uniquely 
the entire gamut of the socio-scientific universe with all its details of thought, 
conception, application and measurement. Such praxis would then form the 
epistemology of the Islamic worldview. 


We must derive the praxis from the foundation of Islamic knowledge. 
These are the Qur'an and the Sunnah. Thereafter, the discourse medium to derive 
rules of life from the foundational knowledge sources is applied. This last process 
is called Ijtihad and the discursive medium through which such rules are derived 
and mooted in the light of the Qur'an and the Sunnah vis-4-vis the realities of the 
world-systems, is called the Shura (Qur'an, Chapter 42), We will call the process 
through which the discursive medium becomes a dynamic part and parcel of 
Islamic knowledge formation for the study of world-systems in the light of the 
Qur'an and the Sunnah, as the Shuratic Process. 
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A process methodology and mode! derived from the nature of the Shuratic 
Process will now be first explained in reference to the Islamic epistemological and 
ontological roots. The term Shuratic Process is derived from the Qur'an in terms 
of the worldview described by the interactive, integrative and evolutionary (LIE) 
as formalized below in continuation with the descriptive explanation of the same 
process in Chapter 1, Secondly, we will apply the formal version of the Shuratic 
Process or the IE-process methodology to the theme of socio-economic 
development. 


A Conceptual Formalism of the Knowledge Model of Unity of Knowledge 
(Tawhid): the LIE Process or Shuratic Process 


At the outset the focus of attention is on deriving and formalizing a process model 
of generalized system as explained below: 


11-4 (@) > (©*} on, (8} +e (X((8))} 42-00 New (0}-> continuity O=H = (2.1) 


W(8,X18)) in repeated processes 
Primal—Derivation—+Processof—Post-cvaluation—+Evolution—+__..Coatinuity-+ Closure 
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The following symbols are defined in the string relation (2.1): 


© denotes the Tawhidi epistemology. That is, Q explains the fundamental 
Qur'anic axiom of divine oneness, It can thus be simply understood as the 
dimensionless but creative and governing origin of all knowledge. Hence we 
intend to treat Q as a mathematical topology. Therefore Q denotes the 
completeness and absoluteness of divine knowledge and is thus the Stock of 
knowledge of the divine law in the Qur'an, where it is referred to as Lauh Mahfuz 
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Q is treated in our work simply as a topological reality, which cannot be nor 
needs to be configured and quantified. Its function is of the overarching law. 


® denotes the ontology derived from © in the form of the divine law 
(Sunnat Allah). © is thus the knowledge domain of the revealed Qur'an as 
manifested in the order of the world-systems. It is observed and explained by the 
completeness and absoluteness of £2. 


F denotes the spontancous and pervasive unveiling of divine oneness in 
the cosmic scale through the divine law 


* denotes the further ontological comprehension of the divine law in ® 
as realized through the Sunnah (guidance) of the Prophet Muhammad. This 
medium of presenting the divine law in living experience is denoted by the 
mapping [* 


{0} denotes a sequence of knowledge-flows derived from the 
epistemology of unity by the exercise of Shuratic discourse at the level of 
deriving the Usul as-Shari'sh (foundation of the Shari’ah) as the core of the 


divine law. 


H denotes the Event of the Hereafter and completes the cycle from Tawhid 
to Tawhid through the process of the knowledge-induced world-system. Thus H « 
2 


The medium of the Shuratic discourse is denoted by the symbol, fl, in 
respect to stage | of the Shuratic Process. 
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The primordial origin of knowledge is . The process from 2 to (6) 
through the mediums as mentioned above, represent the stages of ontology, that 
is, the stages of unraveling of the Qur'anic episteme through laws, guidance and 
rules, 

The process from © to(@)in the epistemological and ontological meaning 
of the Qur'anic theory of knowledge is brought out in the Qur'an (4:69): 


All who obey Allah and the Apostle are in the company of those on whom 
is the Grace of Allah, -- of the Prophets (who teach), the sincere (lovers of 
Truth), the Witnesses (who testify), and the righteous (who do good); Ah! 
What a beautiful Fellowship! 


The above verse establishes the confirmation and certainty of the Tawhidi 
root of the affairs of the world to the extent that they overarch from the Sunnah of 
the Prophet Muhammad to the companionship of nghteous people, and thereby, to 
the creation of a good society on earth. The combination of these attributes of 
companionship and certainty within the relational order that is presented here, 
implies the attributes of divine guidance and mercy that enter through the 
enactment of knowledge-flows, {0}, into the order of things by which the socio- 
scientific domain of world-systems is defined. Such knowledge-flows at the 
epistemological and ontological levels are of a primordial category, They can 
include essential policies and their instrumentation while avoiding details at an 
initial level of discourse. Examples of such fundamental instruments connected 
with the Qur'an and the Sunnah are the institutions of prayer, of charity and Zakat 
as a prescribed and mandatory take on wealth, spending in a good cause and 
avoidance of interest in all its forms (Riba). Institutional details such as 
Mudarabah (profit and risk sharing), Musharakah (equity participation) and 
similar instruments are not categories of instruments at this primal level of 
guidance, rules and laws. The central element underlying all such instruments is 
Islamic economic, financial and social co-operation. 
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Likewise, it is important to understand here the quintessence of Tawhid as 
the fundamental epistemology (Al-Farugi, 1982) upon which the other two pillars 
of Islamic epistemology are built. These are namely, the Sunnah and the Ijtihad or 
works of the learned in Islam, The learned are not solely clerics, Rather, they 
constitute a wide mix of all-comprehending people with the attributes of 
commitment, motivation and a sense of justice as purpose and balance. We refer 
to these attributes as the belief forming virtues of the Shara'ces (members of the 
Shura). The Qur'an is clear on its stand on the point of its fundamental 
epistemology premised on Tawhid (42:52): 


And thus have We, by Our Command, scnt inspiration to thee 
(Muhammad): You knew not (before) what was Revelation, and what was 
Faith, but We have made the (Qur'an) a Light, wherewith We guide such 
of Our servants as We will; and verily you do guide (men) to the Straight 
Path... 


In the above verse one can find the three levels of causality in the above 
Verses respecting the Qur'anic theory of knowledge relating to 2 (including @) to 
«D* and (8), as given in the expression (2.1). 


In the relation (2.1), (X({8})} denotes the ‘ontic’ (evidential) order of 
knowledge-induced cognitive and experiential evidences and entities, whose 
occurrence in the world-system is due to an extensively complex but orderly 
system of complementary interrelationships emanating from the comprehension 
and application of the laws, guidance and rules formed through instrumentation at 
the ontological stage on the basis of the epistemological premise. This medium 
toward realizing knowledge-induced ontic or evidential forms is denoted by f2. 


In the relation (2.1), W(8.X(8)) denotes the evaluation of wellbeing m 
terms of the complementary variables, relations, policies and rules included in 
(8,.X(8)}. The process from © to the end of the post-evaluation by means of 
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‘W(4,X(6)) in the first process, marks the completion of one level of knowledge 
formation from the epistemological to the ontic level through the ontological 
medium, 


The evaluation of W(8,X(8)) on the basis of the confirmation, affirmation 
or revision of the carlicr sets of ontic relations including the rules so formed, 
gives rise to New(@}, Sen (1983) has used a similar concept of social wellbeing 
in the ontological sense of ethics and the economy. The medium of realizing this 
new process is attained by once again referring to the epistemology in continuity 
and to the ontological and ontic rules so formed for deriving expenential rules and 
guidance from the divine roots. This medium is denoted by f3. In regard to this 
systemic re-origination of the creative order the Qur'an declares (27:64): 


Or, who originates Creation, then repeats it, and who gives you sustenance 
from heaven and carth? (Can there be another) Allah besides Allah? Say, 
“Bring forth your argument, if you are telling the truth! 


In this and other verses of the kind the re-onginative process is shown to 
be a universal one across space and time, for the domain of Allah is pervasive. 
Within these domains rules the power of Allah's knowledge enlightening the 
world-systems, for “He is the First and the Last”. 


In this way, a second Shuratic Process emerges and completes itself. It is 
further followed by many more of the same kind. The continuous sequences of 
onward moving knowledge-centered processes relating epistemology to ontology, 
and thereby to ontic forms thus emerge and repeat themselves with the 
advancement, confirmation and revision as required in the emerging experience of 
realizing unity as complementary relations between onganic diversity. The end of 
these continuous processes of knowledge-flows is the return to Allah in the 
Hereafter (Akhira) as the Great Event (Naba ul-Azim). In this respect the Qur'an 
declares (78:1-2): 
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Concerning what are they disputing? Concerning the Great News. 


Furthermore, the Great News is equivalently explained to mean the 
Hereafter in the verse (78:39): 


That Day will be the sure Reality; Therefore, who so will, let him take a 
(straight) Retum to his Lord! 


The fact that this cosmic and worldly experience through seen and unseen 
things of total creation is a cumulative experience towards the completion of 
knowledge in the Hereafter as it is in the primal Tawhid, is brought out in various 
parts of the Qur'an. Here is another verse (57:3): 


He is the First and the Last, the Evident and the Immanent; and He has full 
knowledge of all things. 


A Generalized Model of Tawhidi Unity of Knowledge 

From the pervasively relational essence of the knowledge-centered world system 
we can formalize the Tawhidi gencral-systems methodology. Toward formalizing 
the general system model, we consider the following expression: 


FoF, (22) 


where, F, and F) are two knowledge-forming processes (IIE-process © the 
Shuratic Process) for the Tawhidi world-systems | and 2. 


Below, the symbol itdenotes lateral and vertical interaction by 
corresponding categories in the two inter-systemic ITE-processes as shown, 
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W(8:,X2(8)) in repeated 
processes 
Between (2.2), (2.3) and (2.4) we obtain the following IIE- 
interrelationships, which are uniquely governed by the fundamental epistemology 
of Tawhid, 2: 
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By the complex disaggregation of relations in expression (2.5) we note 

that, 


(8;} rer 1X (8)})) > New (0,) 
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Here, X denotes crosswise inter-systemic interaction, Such an interaction is 
extensive in nature and can be worked out even from this simple disaggregation 
when it is extended to second and higher numbers of processes (not shown). The 
functional mappings existing between extensive interactions, as shown, generate 
compound functions. 


20 Islamic Economies and Finance 


The wellbeing criterion function resulting from pervasive interaction 
across the interactive, integrative and evolutionary (IIE) branches of (2.3) and 
(2.4) is the non-linear and complex aggregation of the separate wellbeing 
functions belonging to these branches at their nodes, as shown. One such non- 
linear functional form would be the product function of complementary variables 
with indexed coefficients of the elasticity of wellbeing with respect to the 
variables of the wellbeing function, The resulting non-linear aggregation of the 
wellbeing function conveys a cardinal measure of complementarities among the 
various variables and their relations appearing in the formation and measurement 
of the wellbeing function, Among the variables of this criterion function are the 
policy and institutional ones. These imply the necessary conditions of 
participation among agents in the underlying decision-making process. 


The joint result of interaction among the variables and their relations lead 
to the compound form of the branches of the trees configured in expressions (2.5) 
and (2.6). Such a compounding of mappings and relations is thus seen in terms of 
variables, their relations, the resulting wellbeing functions corresponding to such 
branches and their representation in the resulting wellbeing function. In this way, 
the attainment of complementarities among agents, variables and their relations 
signifies the meaning of integration following interaction among the entities. 


Finally, from the continuously dynamic nature of knowledge-flows 
affecting decision-making, variables and their relations, emanate the evolutionary 
processes of further knowledge-flows and the knowledge-induced entities of the 
world-systems. The evolutionary nature of the interactive and integrative 
processes at cach stage, as shown in expressions (2.5) and (2.6), brings out the 
importance of a simulation method of quantitative analysis in this interactive, 
integrative and evolutionary worldview. The emerging method here suggests 
replacement of all steady-state equilibrium points by multiple evolutionary 
knowledge-induced equilibriums (Osbome & Rubinstein, 1994), Consequently, 
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optimization as a method of holding the variables in an assumed end-state of 
equilibrium by controfled movement in the variables and made possible through 
trade-offs among them is totally rejected by the pervasively complementary 
nature of the ITE system. 


On methodological grounds, optimization cannot be an acceptable method 
for studying the IIE world-systems phenomena, where continuous learning is 
permanently in place. Thereby, in such a mode! there cannot exist any terminally 
attained rest positions, except in the instantancous case of the variables and thus 
their instantaneous relation and the corresponding decision-making among agents. 
Such an instantancous case cannot be sustained in knowledge-induced circular 
causation and continuity models of learning. 


Besides, the presence of the unification of knowledge attained through the 
principle of universal complementarities and its evolutionary learning capability 
rejects the idea of scarcity and constriction in resource supply. Consequently, the 
idea of marginal substitution to be found in neoclassical economic resource 
allocation is negated. The circular causation and continuity model of unified 
Teality represented in the IIE-worldview makes risk-diversification, product- 
diversification, institutional development and participation among the agents, 
variables, resources and their relations as the permanent consequences of 
evolutionary learning. Knowledge augmentation by means of new leaming 
constantly reduces the risk and unit cost of production and investment through 
product-, risk- and economic- diversification in the framework of the unity of 
knowledge as signified by the principle of universal complementarities across 
diversity. 
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The Inter-Systemic Generalization of the Knowledge-Induced Model 


Expressions (2.5) and (2.6) can now be extended to inter-systemic relations, The 
evolution of the interactive and integrative sequence of knowledge-flows and their 
knowledge-induced socio-scientific variables now yield a formulation for the 
wellbeing function that is interconnected across numbered systems in respect to 
the number of ensuing interaction, Furthermore, in these relations relevant 
variables and their relations can be included, Thus the expressions (2.5) and (2,6) 
now expand and grow in complexity while preserving order. The end result is a 
massive tree of knowledge, whose every branch sets forth a ‘pairing’ relational 
order between different parts of the tree (nodes) and these are caused by 
knowledge-induction, Its fruits, leaves and other benefits denote the knowledge- 
induced result in the ontic form, These form the divine evidences of goodness and 
the causes of wellbeing. 


From this complex plane of knowledge formation determining knowledge- 
induced forms, and thereby the wellbeing criterion, comes about growth and the 
evolution of processes into higher levels of similar kinds of knowledge-induced 
complex relations. Thus each branch is the result of a micro-IIE-process, which 
then combines and coordinates with other similar ones to form larger HE- 
processes. Such interconnections may be seen as the cause and effect of extensive 
and pervasive complementarities among a diversity of possibilities. In the end, 
knowledge-flows, their knowledge-induced forms and their wellbeing function 
and relations are taken into account across branches of interaction, integration and 
evolution. What results is a nexus of ITE-relations between each and all following 
the circular causation and continuity model of unified reality. Such a knowledge- 
induced nexus ts guided by the principle of universal complementarities among 
the diversity of socio-scientific possibilities across diverse systems 
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The wellbeing objective criterion function is thus an evaluative criterion for 
testing the extent to which complementarities among the diversity of possibilities 
included in the function, has been realized during the ensuing Shuratic Processes. 
Thereby, the IHE-model determines by means of heuristic and empirical 
evaluation of the level of wellbeing attained in the leaming process. Such 
wellbeing criterion functions are numerous across the nexus of interrelationships 
corresponding to the levels of the processes of world-systems but they are 
complemented together according to the principle of pervasive complementarities 
across diversity, 


According to the prior discussion on simulation as the appropriate method 
for studying the processual nature of the I[E-model, we now note that the goal of 
the IE-model in the general systems framework is to simulate such a generalized 
social wellbeing function, subject to the circularly complementary relations 
among the variables that are included in the wellbeing function. The resulting 
evolutionary aggregate wellbeing functional is then a compounding of all the 
elementary social wellbeing indexes along branches of the knowledge-tree. 


On denoting the numbered systems by | and k, with k #1 (#1,2,...), and 
interaction by i = 1,2, .... we obtain the detailed version of the simulation chains 
for the IIE-process-oriented circular causation and continuity model shown in 
(2.5) and (2.6). This is shown in expression (2.7). 


Dy [Dp mre (Hp — dey [Gini Pyeng EX ail (Oa) )] 24M ary New[Oue) > OH. (2.7) 
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The square brackets indicate the matrices of vanables, relations and wellbeing 
functions corresponding to the ((j:),(X ad9as)})-entries across (k,1)-systems for 
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given numbers of interaction (i). The same matrix meaning applics to every 
monotonic transformation of the relations of expression (2.7) starting from f° 
onwards except Qeil, which cannot be augmented duc to its nature of super- 
cardinal completeness. 


Some simplification can now be introduced in the chain of relations shown 
by expression (2.7). The variables as shown are replaced by the limiting values of 
knowledge-flows and their corresponding knowledge-induced forms across 
diverse systems. This happens at points where interaction leads to consensus 
(integration) in the determination of rules and guidance and the acceptance of the 
results of socio-scientific evaluation by the Islamic community represented by 
their Shuras, In this way, the terminal values of i would be assigned to denote the 
number of interaction that lead to consensus in the ({@\i],(X ai(8us)))-values, and 
hence in the formation of the social wellbeing functions. 


A technical version of the social wellbeing objective criterion is given in 
the technical appendix. In this appendix both the general way of estimating a 
social wellbeing function under conditions of Tawhidi unity of knowledge and a 
Specific case are presented. We note that the estimation of the social wellbeing 
criterion is not simply based on analytical nicety but is a deeply intertwined 
institutional function, Institutional approach to quantitative estimation must 
therefore be used most importantly over sheer mathematical nicety. 


The Qur’anic Model of Development Derived from the Tawhidi Episteme 


The Qur'anic mode! of development is premised on the imagery of the rich 
diversity conveyed by the ecological balance, purpose and felicity that the good 
things of life convey. The model of ecological balance in agriculture and nature is 
taken as an example for instruction along these lines (Qur'an, Chapter 16, Nahi, 
The Bee) and the imagery of ecological perfection for the supreme felicity in the 
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Hereafter (Qur'an, Chapter 55, Ar-Rahman — Allah, the Most Gracious). In this 
wholeness of the ecological balance is included the wellbeing of mankind attained 
through justice, equality, compassion, stability, abundance and responsible 
behavior. Thus the mode! of Balance (Mizan), Purpose (Magasid) and Progress 
(Falah) in the Qur'an is one of human ecology. 


According to Hawley (1986), the study of human ecology is taken up upon 
three perspectives. First, there are interdependencies among members of the 
population. (2) Intra-systemic development occurs carrying the system to its 
optimal size. (3) Evolutionary movements of the populations with advancement in 
technology and capability carry the system into their growth form. 


We refer here to the epistemological model formalized in expression (2.1) 
~ (2.7) along with the many interactive complementarities and creative evolution 
that exists between the variables ([,i),[X ui(9xi))) and the formation of the social 
wellbeing functions. The intra-systemic interaction, integration and evolution 
(IIE) within a system (1) and the inter-systemic IIE-process conveyed by 
expression (2.2)-(2.6) are examples of the ecological complexity that occurs out 
of unification of systemic knowledge, feedback and networking, In this the result 
of every clementary IE-process combining with an increasing plethora of similar 
process unravels the growing benefits of unity of knowledge towards defining the 
moral, social and economic contexts of all facets of development as a process. 


Islamic Differences from Giddens’ Idea of 'Prescencing’ in Development 


The conception of Giddens" ‘presencing’ and the importance of development 
ethics as explained earlier now enter center stage in the Islamic worldview of 
socio-economic development. Yet there are significant differences between the 
various concepts here, as the Islamic precept of unity of knowledge is immutably 
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premised on divine oneness, from which is derived the foundation of the Islamic 
Law, the Shari‘ah, 


What are some of the differentiating implications? Let us consider a 
number of development issues and indicators to answer this question, 


1. Community 


The Islamic community (Ummah) in Islam is the most important domain of 
actions and responses in the IE social perspective. A learned and nghtcous 
person who is well versed in the Shari'ah governs the commumity, He (Amir) is 
elected by the Shuratic will of the community, Representation in this regard is by 
consensus of the group representatives who are well versed and respectful of the 
Shari'ah. The Islamic community cannot come about by coercion. Only 
disseminating knowledge follows its legitimacy by its acceptance by a simple 
majority vote or consensus of the community, The Qur'an is clear on this point of 
a non-coercive political right and privilege — “Let there be no compulsion in 
religion: Truth stands out clear from Error: whoever rejects Evil and belicves in 
Allah has grasped the most trustworthy hand-hold that never breaks. And Allah 
hears and knows all things.” (Qur'an, 2:256), Yet it is equally vested on the 
Islamic Government to take cvery precaution against the opponents of Islam once 
the Islamic state has been formed by the will of the people. 


The coming of the Islamic community upholds the Shari'ah by all means 
in accordance with the mandate of the people that has given this authority to the 
state. The Shuratic legislation thus forms the most instrumental groundwork for 
the establishment and continuance of the Islamic community. 


Within the Islamic community are organisms of life. In the developmental 
scale these are the individual, the family, markets, resources, economy and 


Socio-Economic Development 27 


institutions. Within the institutions are enterprises, corporations, charitable and 
Islamic organizations and the government. All these ought to be Islamized. The 
grassroots of such an organizational structure cause the cyclical feedback 
interrelationship between the organisms in the kind of IIE knowledge-flows 
emanating from one process, one entity and one system to another in the 
epistemological model of Tawhidi unity of knowledge given by expressions (2.1)- 
(2.7). 


The Islamic community (Ummah) is an extended domain of integrating 
activities starting from the smal! community level to the national and international 
Jevels across the Muslim World. The same world community of Islam does not 
exclude interaction with the non-Muslim World, Rather the Ummah interacts with 
the latter in ways pronounced by the Shari'ah in the areas of trade and 
development, organization of markets and the use of instruments that are 
conducive of implementing the Tawhidi worldview in the world-system of 


development. 


In a capitalist globalizing world in which even the limited transformation 
into Islamization of the development process is incomplete, segmented markets 
are bound to arise to promote and protect the resource mobilization across Islamic 
banks, sub-economies and the grassroots. Examples here are the segmented 
markets of the Islamic banks and their limited clientele, though with a fast 
increasing popularity behind it. The Islamic banks mobilize their resources 
revolving around the Mudarabah and Musharakah instruments and in al! other 
forms of primary and secondary transactions, such as, cost-plus pricing 
(Murabaha), foreign trade financing, unit trusts, rental and secondary capital 
market securities yielding interest-free yields. Coupon yields, which are interest 
bearing, are replaced by profit-shares arising from the direct link between 
financial and money resources and the real economic transactions approved and 
recommended by the Shari'ah. 
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The linkage of the financial and money resources with real economic 
activities approved and recommended by the Shari'ah is a promising source of 
economic growth. It results in employment, appropriate technology, and 
economic stabilization by the choice of appropriate technology, dynamic regimes 
of life-fulfilling goods and services, all as market driven activities in accordance 
with the Shariah, 


Here it is argued that only savings into liquid holdings can cause 
withdrawal from the economy. Resource mobilization is the opposite of locking in 
resources in the liquid kind. The incentive behind saving is the rate of interest that 
withdraws funds from their otherwise potential use, since not cnough spending 
outlets are available during a given time period. The higher the attraction for 
interest rate the higher is the saving in liquid funds. The higher the rate of savings 
the lower is the mobilization of financial resources in the real economy and the 
lower is the rate of economic growth. The closer is the transformation of the 
economy into dynamic regimes of life-fulfilling needs the lesser is the waste of 
resources, the more is the participation, the greater is the human resource 
development and employmem process, appropriate technology and both risk and 
product diversification. These are sure preconditions for the productive 
transformation of the Ummah. From such precepts all cultures ought to learn to 
coordinate developmental activities. See technica! appendix for a more detailed 
formalization of the arguments presented here. 


Islamic Ethics Contrasted with Development Ethics in the Literature 
1 Contrasting with Ethics in Development of Schumacher. Goulet and Sen 
The difference between the ethical orientations of the development perspectives 


according to Islam are found to be different from those pronounced by 
Schumacher and Goulet. The Islamic development perspective of the community 
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is premised on a pervasive criterion of unity within a systems framework of 
interrelationships and feedback. This is the kind of Tawhidi unity of knowledge 
across systems. It is now played out by the recursive linkages between moncy, 
financial resources and the real economy along with its many dimensions of 
productive and wellbeing activities. The methodology of such a system of unity of 
knowledge cannot be derived from sheer reference to development ethics as an 
exogenous condition. Markets will not react and transform to such exogenous 
market consequentislism (Sen, 1985). The exogenous nature of development 
ethics in the literature is caused by its silence on the types of instruments that 
need to be invoked to cause a systemic unification of knowledge, and thereby 
bring about preference changes that establish relational feedback between human 
behavior and the ethical transformation of the market system. This kind of 
circular causality of feedback relations we refer to as endogenous ethical 
transformation. 


In the Tawhidi cpistemological methodology formalized by the 
expressions (2.1) -{2.7) the extensive form of circular causation and linkages is 
obvious by the systemic extension of the IIE-process. This does not occur 
automatically. The transformation is affected by the most important factor, 
knowledge-flows by interaction leading to integration (consensus) and evolving 
thereafter into more experiences of the same kinds at higher levels that is into 
regimes of dynamic Jife-fulfilling goods and services. Yet the possibility of de- 
learning also remains, as the system can decline into ‘de-knowledge’ along a 
neoclassical regime of optimality, compete information, and methodological 
individualism and independence. The latter is the case of Muslim governments 
though not the Muslim grassroots today as the former try to catch up with the 
capitalist globalization forces. 
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2. Poverty-Centered Growth 


Only very recently, commencing near to 1997, the World Bank has been calling 
for a tum of focus of cconomic growth on poverty-centered growth, The 
community model of grassroots development promoted is the participatory one, 
‘The above-mentioned kind of social reproduction process of ethical endogencity 
is strongly established in the words of the World Bank (2000, p 7), The World 
Development Report states; 


The choice and implementation of public actions that are responsive to the 
needs of poor people depend on the interaction of political, social, and 
other institutional processes. Access to market opportunities and to public 
sector services is often strongly influenced by state and social institutions, 
which must be responsive and accountable to poor people. Achieving 
access, responsibility, and accountability is intrinsically political and 
requires active collaboration among poor people, the middle class, and 
other groups in society. Active collaboration can be greatly facilitated by 
changes in governance that make public administration, legal institutions, 
and public service delivery more efficient and accountable to all citizens -- 
and by strengthening the participation of poor people in political processes 
and local decision-making. Also important is removing the social and 
institutional barriers that result from distinctions of gender, ethnicity and 
social status. Sound and responsive institutions are not only important to 
benefit the poor but also fundamental to the overall growth. 


3. Entitlement, Empowerment and Development 


The grassroots participatory development process, poverty-centered development 
and networking feedback among a growing number of socio-economic and 
institutional organisms under the principle of unifying linkages between them, are 
at the background of entitlement and empowerment, Islamic development aims at 
attaining such grassroots goals by the mobilization of financial and moncy 
resources directly into the real economy in accordance with the Shari'ah rules and 
related development financing instruments. Entitlement and empowerment are 
thus automatically developed by the participatory and increasing ownership 
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possibilities. The shareholding between empowered groups at the grassroots and 
the larger enterprises is increasingly enhanced by the mobilization of financial 
resources, wage labor and progressive human resource development that come 
about in the participatory venue. Profit sharing is enhanced giving further 
incentive to the continuance of the co-operative ventures for the mutual benefit of 
the smal! and large-scale entrepreneurs. 


The other important instrument for forming entitlement and empowerment 
is the wealth tax called Zakat. Zakat is not a poor due. It is a mandatory transfer 
from the eligible Zakat-payer to the needy in the eight categories of potential 
recipients mentioned in the Qur'an (Qur'an, Chapter 2:177). Zakat forms the 
fiscal policy instrument in the Islamic community and can be taken up in 
organized forms of collection and disbursement either at the community level or 
at the state level. This is the order of preference. The last option is to allay the 
disbursement individually but keeping in mind in all cases the productive as well 
as the moral and social needs underlying Zakat expenditure. For this reason the 
meaning of the term Zakat is encompassed by the attributes of growth and 
purification. The two attributes are combined in the Tawhidi model of unity of 
knowledge by interconnecting the human resource development, enterprise and 
increasing employment with participatory possibilities for gaining entitlement and 
empowerment at the grassroots. 


Zakat is meant to eradicate hard-core and absolute poverty, not relative 
poverty. In the dynamic regimes of life-fulfilling goods and services Zakat brings 
out the very poor from their low mings by productively transforming their 
capability and then rendering them to market participation in the midst of the 
human ecological process that an ethical transformation of the market system 
generates. The moral and socia! function of poverty alleviation is thereby related 
with the economic function of productive transformation. The Tawhidi principle 
of complementarities across diversity is once again found to replace the 
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neoclassical postulate of marginal rate of substitution in resource allocation 
signifying competition and contlict between alternatives. The ILE methodology is 
once again in play in this development process centering on Zakat. 


As opposed to Zakat the charity of alms (Sadagah) in Islam need not be 
pegged to a focus on productive transformation in the poor. But according to the 
mention in the Qur'an of those deserving charity including Zakat who do not beg 
but are in need, it becomes established that Sadaqah can be governed by the same 
purpose, objective and rules as Zakat. Charity (Sadagah) is thus not a handout or a 
free rider payment in Islam. Rather even if the very poor and the very old and the 
needy receive these payments, they are still meant to be funds for social security. 
Hence Zakat becomes a financial flow that connects with current consumption 
needs and future social investments for developing entitlement and productive 
capability through involvement in the Islamic ethical market order. 


Population and Development 


Mainstream development theory assigns a negative role to population growth on 
the growth and efficiency performance of developing countries, particularly those 
countries that are apparently population dense. The conditions of poverty, urban 
squalor, health problems, high employment and low human resource development 
have been frequently assigned to population density and growth in the populated 
developing countries. Whether this causation is true ts in question. The fact of the 
matter is that the indicators of growth rate of national output and capital formation 
by means of the growth of savings have been always been used as indicators to 
measure development. Today the World Bank and the IMF attach the highest 
importance to economic growth as the sole basis of wellbeing (Commission on 
Global Governance, 1995), Such a causation between population and economic 
growth is flawed for reasons that no role is allowed for the policy and market 
restructuring that could realize the conditions that can have self-organizing rather 
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than imposed checks on the fertility behavior. The result would then be an 
automatic household choice on fertility decision, Nerlove (1974) and others have 
referred to such an approach in the determination of the role of population on 
economic growth under conditions of increasing houschold choices as the 
microeconomics of fertility behavior. 


The world problem of scarce resources is not population size, Rather it is 
the lack of the quality of human resource derived from the population, That means 
training of the Muslim mind along lines of the Tawhidi worldview to become 
technologically adaptable, resource conscious and interlinked in the use of 
resources across the various sectors, projects and outlets of productive spending. 
In other words, competent Muslims are assets rather than habilities for a society. 
See technical appendix for a formalism on Muslim competence as a form of the 
social wellbeing index. 


A Formalism Rejecting the Argument of Adverse Relationship Between 
Population and Economic Growth 


In the aggregate production function the following causality would alter the 
dismal picture on the relationship between population and economic growth 
painted by many development economists: 


Q + Pop 
t (2.8) 


(XX Po! PmX.G,P)[8] 


In expression (2.8) Q denotes the aggregate output for the measurement of 
economic growth. Pop denotes population size. X, denotes agricultural output, X,. 
denotes manufacturing output. ps/p», is the price relative between the prices of 
agricultural goods and prices of manufacturing goods, respectively. x denotes the 
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age structure of the population. G denotes gender distribution of the population. H 
denotes expenditure in human resource development, P denotes a policy vector of 
participatory development financing instruments, as for instance Mudarabah and 
Musharakah along with a host of secondary financial instruments. @ denotes a 
limiting value of knowledge-flows generated in the participatory processes 
emanating from the ILE-process. 


In the above case, the expression is re-stated in the following form: 


Pop = £)(X4.XnPa/PmX,GH,P)8) (2.9) 


With a systemic linkage between X, and X., and with stable relative prices 
Pi/Pm, it is expected that a stable population structure can be maintained, These 
can promote household choice on fertility behavior that would determine the labor 
force support required for the agricultural-manufacturing sectoral linkage. 
Consequently, the microeconomics of fertility behavior would eventually 
determine the x and G variables. The input of H variable will further influence the 
above trend of change. These variables are driven by the participatory knowledge- 
flow variable that emerges from the household, community, market and 
institutional processes. In this milicu, the participatory policy variables such as, 
Mudarabah, Musharakah and the gamut of primary and secondary financial 
instruments revolving around Mudarabah and Musharakah will influence the 
change by a combination of institutional and market forces. There is no need for 
family planning in such instances. An automatic adjustment under conditions of 
discursive behavior opening up opportunities will take effect. f,(..) denotes the 
functional relation explaining the systemic interaction between the variables in 
response to @-values. 
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Expressions (2.8) and (2.9) result in, 
Q = £(X,. Xn Ps/Pms,G,H,P)8} (2.10) 


Furthermore, the causality Q «+ Pop through the functional relations fj 
and f; will gencrate a number of circular causations between these variables, as 
explained by the IIE-process methodology. 


One can now see that we have a detailed system of many HE relations 
between the variables of expressions (2.8)-(2.10). It is possible that good 
agricultural-manufacturing linkage will have a positive relationship to Pop. 
Consequently, p,/P» will also have a positive relation both with X,-X,, linkage, 
and thereby, with Pop. x, G, H, which would be treated as exogenous variables in 
mainstream development theory would now be endogenous variables, being 
related recursively to the changing economic structure of agnculture- 
manufacturing sectoral linkage and the evolution of the relative prices. x would 
reflect the structure of young population. G would reflect a greater proportion of 
male population in the labor force, as women continue to sustain a stable 
population growth structure. The participatory policies enhance the 
transformation process positively in the direction of Pop and also between 
themselves, In all of these, the market-polity interactions generate active role of 
the 6-valuc. That is, the IIE-process or the Shuratic Process of systemic unity of 
knowledge plays the guiding role in the sectoral linkages and the economic 
structure. 


In the above relations with the positive relation of the various variables to 
Q and Pop, it is illogical that the causality between Q and Pop can be negative. 
We therefore conclude that structural changes caused by market-polity IIE- 
process are primarily necessary to determine the exact causality between Q and 
Pop. It is no wonder that the agricultural sector has remained neglected in terms 
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of infrastructure development and productivity while the developing countries 
over-invested in the manufacturing sector to catch up with the growth paradigm. 
On the other hand, the world capital market volatility adversely affected the 
economies of the least developing countries by their currency runoff. This caused 
massive foreign indebtedness, inflation and underutilization of human resources. 
The nineties was thus a lost development decade. 


The Islamic development worldview under the Tawhidi unity of 
knowledge applied to systems gives a holistic view of population in the unifying 
polity-market system that is guided by appropriate participatory policies. These 
are derived and evolved by the IIE-process as it applies in this particular case of 
economy-wide participatory linkages, 


Demographic Transition and Economic Change 


The above characterization of population-economic growth causality in the 
Islamic and contrary frameworks brings us to investigate the nature of 
demographic transition in the context of such a complementary relational 
worldview. Here an altogether new perspective demographic transition emerges in 
relation to the knowledge induction of the underlying systemic unification 
processes. The Giddens’ idea of ‘presencing’ applied to 4 continuous 
phenomenon of change and organization in the knowledge-induced world-system 
causes evolution of the structures of the unification processes. Consequently, a 
dynamic version of the concept of demographic transition emerges. 


What is the meaning of demographic transition? In mainstream literature 
demographic transition or the changing structure of the population goes through 
four stages. The first stage is marked by a young population, in which due to the 
undeveloped state of medical care and a primitive agrarian economy where 
women mainly attend to the household chores, infantile deaths equal births. The 
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result is @ stationary natural rate of growth of the population structure. The second 
Stage is characterized by a stable population growth rate, with the total birth rate 
exceeding the total mortality rate. The health system has improved and the 
economy is growing under the force of population change from which the stock of 
young and productive labor is drawn. The third stage is characterized by the aging 
of the population and a social preference to have fewer children, a smaller family 
while benefiting from the technological advancement in the economy and an 
improved health care system. An aging population results from a low total fertility 
rate canceling the low total mortality rate due to longevity, The fourth stage is 
characterized by an incipient decline of the population as the stock of the aging 
population after surviving to an old age is now dying and the fertility rate is not 
picking up due to the aging structure of the population and the choice to have 
smaller families with fewer children. The total mortality rite now exceeds the 
total fertility rate causing a negative population growth unless immigration is 
encouraged to reverse this trend. What is true of population demographic 
dynamics is equally true of the active labor force because growth models assume 
that a given percentage of the population, the labor force participation rate enters 
the labor force over a period of time 


The above-mentioned stylized phases of demographic transition are 
neither a theory nor empirically validated for all societies. Such demographic 
transitions have not delineated the changing nature of population in any of the 
Muslim countries, where population is permanently young because of the nature 
of familial division of labor and a population-prone social and economic change. 
The Middle East countries are characterized by young population structure even 
as they have marched into the modern society and have enjoyed affluence from 
the oil revenues. In Palestine and the Southeast Asian Muslim countries a growing 
population is a political necessity despite the growth of the latter into the modem 
age of high technology. Aging population is nowhere to be heard of throughout 
the Muslim World. 
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When we link the human resource development futures with the above- 
mentioned delineation of demographic change we obtain a very neoclassical idea 
of human capital in tandem with the narrow scope of economic efficiency within 
a broader context of social wellbeing. 


Firstly, we note that inter-sectoral and inter-occupational competition for 
so-called scarce resources leads to economic growth and development determined 
by the principle of resource substitution between competing #ltematives. This is 
the permanent embedding of trade-offs between alternatives in such competing 
alternatives. The skill, productivity and resource constraints of the labor market, 
the absence of sectoral and factor complementanities and the excess demand for 
wants rather than needs, combine to make individuals and households 
individualistic in preferences, preferring smaller families for the enjoyment by 
oneself of the material demands of life. This is the kind of causality to be found 
between the human preferences of an industnialzing society evolving through 
competition and self-interest rather than social cohesion and participation in the 
complementary but diverse possibilities that life offers. 


We also note that the stylized form of demographic transition on which 
mujor policies on population control are made, is a sequence of discrete phases, 
Whereas in reality, population change is affected by economic and social forces 
that change and evolve continuously. Consequently, the demographic transition 
from one phase to another is to be viewed as a continuous process. Thereby, it is 
neither necessary nor possible to maintain the sequencing as is assumed in the 
stylized model, 


The fourfold demographic transition is the result of a particular perception 
by science und the health and medical care system and the socio-economic 
development planners to govern economic growth by hedonic consumption 
behavior of the affluent few, For that is the way capitalism grows by means of 
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individualism, competition, economic efficiency and maximizing of self-gains in 
various forms. In this system of social and economic relationships affected by 
individualist human preferences, retirement insurance premiums, medical and 
health care can be construed as a form of technology. They prosper by the high 
social cost caused by an aging population adversely affecting rising health cost 
and retirement cost in the face of increasingly declining cohorts of young people 
in the labor force to produce the social product (Kotlikoff, 1989), 


On the contrary, the principle of complementarities across diversity 
presents the sign of systemic unity of knowledge. In expressions (2.8)-(2.10), we 
have exemplified such complementarities by linkages between sectors and 
productive factors with appropriate technology and market friendly policies 
supporting population structure. Complementarities across systems induced by the 
knowledge-flows flowing from the discourse-centered search, discovery and 
implementation of Shari'ah-recommended instruments induces a continuous 
pattern of change in the economic-demographic relations (Choudhury, 1978, 
2001). Continuous knowledge-induction of the participatory process of 
household, community and the economic order brings about free choice on the 
pattem of population structure that establishes complementaritics between 
household and the economic sectors and maintains a stable population growth that 
evades the long-run plunge into the high social costs of an aging population 
(Kotlikoff, 1989). 


The Tawhidi epistemological methodology of the IIE-process is once 
again found to be instrumental in explaining the continuous dynamic evolution of 
decision-making by means of the participatory process, In this way, through the 
complementary principle the household production function is linked up with the 
sectorally interactive and knowledge-induced production menus. The instruments 
of the Islamic political economy discussed in Chapter 4 are once more usable in 
the economy-demography linkage when population is seen as the productive 
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support for the sustainability of the relations between the principles, socio- 


economic variables and the principal instruments. 


The causality between economy and demography as explained by the 
expressions (2,8)-(2.10) defines population change as an endogenous 
phenomenon (Nerlove, op cit; Choudhury & McPhee, 1992), The Qur’anic 
endogenous population theory links the purpose of economy, population and 
family enjoyments to the central goal of the Hereafter. The development process 
so engendered interactively between these categories in view of the Hereafter, i.e. 
the Tawhidi knowledge perspective, is an important socio-economic variable in 
the knowledge-inducing process. In this regard the Qur'an declares (18:46): 
“Wealth and children are the adornment of the life of this world. But the good 
righteous deeds, that last, are better with your Lord for rewards and better in 
respect of hope.” Hence we have the distinction between the two kinds of 
population structures, namely, Pop(mainstream economic-demographic relation) 
and Pop(®) along with its interrelations with the other @-induced variables, as 
pointed out in the particular case of expressions (2.8)-(2.10) and the general case 
of social wellbeing with its circularly related constraints shown in expression 
(2.7), 


The Concept of Resource Mobilization Versus Savings in Capital Formation 
for Economic Growth and Development 


The theme of this section will be taken at length in later chapters of this book, It 
may only be mentioned here on passing that savings as understood in economic 
theory has no meaning in the Islamic perspective of resource mobilization 
between the financial and monetary sectors and the real economy. Saving is a 
withdrawal from real activity while resource mobilization is spending in the 
Shari‘ah-driven dynamic regimes of life-fulfilling goods and services. 


Socio-Economic Development 4) 


According to an interest-bearing regime of economic activity savings are 
formed by interest earned and accumulated Accumulated value of savings ts then 
turned into investment as a supply of needed funds But there is a contradiction 
here Savings remain attractive under two incentives, high rates of interest and a 
length of ume for holding it in liquid form, given income level. The volume of 
savings ts directly related to these two factors. Both of these factors positively 
affecting savings are contrary to useful spending, as saving ts always at every 
point in time a withdrawal irrespective what part of that is spent for spending in 
the future out of accumulated capital. Hence there ts an impediment to 
investment, and thereby, to the generation of gross national product. The latter are 
generated through productive activity, not by savings as time-related interest- 
bearing resource withdrawal from real economic transactions. 


Conwarily, if savings as resources are continuously mobilized into 
productive and socially appropriate investments, then there cannot exist the 
holding mcentive. Now interest rate becomes logically unwanted in such a case of 
resource allocation. All that matters is the mobilization of resources into useful 
spending outlets. Such categories of spending include consumption, investment 
and government expenditure and the expansion of trade Consequently, the goals 
of attaining social wellbeing and production of wealth are realized in relation to 
an expanding accessibility to useful ends. 


Historically, the economically most depressive times are found to be 
associated with high levels of savings. This case happened in the face of a 
contraction of money supply during depressive times, when otherwise it would 
have been necessary to finance the spending levels of an ailing economy Both of 
these cases happened during the Great Depression (Bordo, 1989) 


In modem times, the speculative fervor of savers is well known to have 
caused capital-market turmoil all around the world The cost of protecting 
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national governments from such recurrent debacles in recent times has resulted in 
high taxes for building up Government exigency funds. Besides, interest rates and 
price levels have simultaneously remained high in all adversely affected 


economies 


Indeed, the financial sector grew in its size with a large amount of savings 
as speculation capital took hold over herding behavior in currency swaps, hedge 
funds and E-commerce gimmicks. Thereby, the wealth of the affected nations 
declined in the face of high interest rates, speculation capital, herding behavior 
among savers, high tax rates and inflationary pressure. All this happened despite 
the existence of high levels of savings with speculative finances. 


Each of the activities mentioned above ts found to depend critically on the 
movements of interest rates and savings. Economically regressive consequences 
of interest rates and savings in speculative funds thereby reflect the mainstream 
argument that wealth is formed by making the real economic sector and the 
financial sector compete with each other. Withdrawing funds from the former to 
the latter due to the interest and saving lure ts both a socially and economically 
unwise strategy. See technical appendix for a formalism on savings as a resource 
withdrawal when such savings do not match social and productive spending 


Does Saving Contribute to Capital Accumulation for Economic Growth? 


We note that mainstream economic arguments legitimize savings as the basis of 
capital accumulation. The argument made 1s that savings would lead in turn to 
spending and consumption, and thereby, generate economic growth over time 
This is a misleading economic argument with grave social consequences. 


Economic growth 1s measured by the increase in the real value of national 
income over time. In this macroeconomic picture it matters little how capital 
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accumulation takes place. Capital stock can increase with speculative finances, 
giving the impression that transactions in the financial sector are booming 
Financial valuation is then recorded in the balance sheets of businesses. It is then 
entered into the national balance sheet. The same funds that initially record an 
increase in the level of economic activity, experience a flight of capital in the 
presence of speculative portfolio investments. Thereby interest rates increase in 
the face of the speculative risk. The flight of capital combined by interest rate 
hikes are followed by scarcity of funds for financing real economic activity, even 
though there is a flair for savings now. 


In the external sector, export-orientation of the nation declines and import- 
dependence increases, causing debts and external sector imbalances as well as 
creeping inflation and currency devaluation. Development sustainability is lost in 
the name of short-term notion of economic growth caused by the temporary sign 
of a fattening financial sector, yet conflicting with real sector activity. 


One notes that behind the capital-market turbulence in Asian economies, 
Mexico, Brazil and Russia in recent times, was this uncertainty of sustained 
growth as the economies grew disproportionately under the force of speculative 
funds. The real economy was deprived of financial support as speculative capital 
started to fly out of these regions. Governments became bewildered by their 
currency runoff. Interest rate had to be increased. This halted real economic 
activity. Employment and incomes remained impoverished. Debts and the 
associated transparency problems of non-performing loans compounded the 
situation (IMF World Economic Outlook, 1998, 1999). 


Economic and social ills thus combined to reduce the wealth of 
developing nations when they continued to base their agenda of economic growth 
on the savings doctrine of capital accumulation. The concept of resource 
mobilization brought about by generating linkages between the real and the 
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financial sectors remained unknown in their development plans and programs. 
Today, following the global financial turmoil a new theory of financial and real 
economy complementarities can provide a potentially new and safe ways of 
reconstructing the global financial and monetary architecture (Commission on 
Global Governance, 1995). 


There is however an important assumption underlying the positive role 
relating resource mobilization through spending to economic growth and 
wellbeing. This is as the Shari'ah ruling warrants spending in the good things of 
life. That is spending is in those life-sustaining goods and services that bring 
about economic stabilization and gains in productivity both socially as well as 
economically in the complementary model of resource use. This is the message of 
unity of knowledge in the Tawhidi worldview. Wellbeing is linked with spending 
in such life-sustaining regimes of development, not through spending in the 
wasteful artifacts of life. 


Further Issues of Socio-Economic Development in Islamic Perspective 


Another critical issue for the participatory perspective of the Islamic political 
economy is the study of complementary relations between productive factors, 
such as labor and capital in the aggregate production function. Such a function is 
used to explain the generation of value added and national income in 
macroeconomics and it becomes the source for studying economic growth. It may 
only be mentioned here on passing that the instruments of Mudarabah, 
Musbarakah and related participatory instruments taken up within the discursive 
medium of the Shuratic Process applied to the development paradigm negates the 
possibility of marginal rate of substitution between productive factors. The 
complementary form of the joint production function thereby has an altogether 
new meaning for cconomuc and social organization in the Islamic political 
economy. 


Socio-Economic Development as 


Conclusion 


Islamic conception and application of the development paradigm takes the 
grassroots approach to human development in the extensive sense of a human 
ecology where linkages in diverse systems convey the meaning of unity of 
knowledge. When such a precept of unity of knowledge is derived and applied by 
means of the principles and instruments of the Tawhidi worldview a distinct 
epistemological meaning of unity of knowledge emerges. To understand and 
apply this unique Tawhidi epistemological methodology is the groundwork of all 
issues and problems of the Islamic world-systems. We have formalized such a 
unique model in its generalized form to the particular theme of socio-economic 


development. 


The grassroots focus in socio-economic development premises the Islamic 
methodological approach on the discursive model of decision-making, social 
response and action, This is the Shuratic Process or the interactive, integrative and 
evolutionary process, which we have formalized in this chapter. Such an approach 
contrasts distinctly with the aggregate methodology of macroeconomics, which 
forms the bulk of economic development theory Consequently, the treatment of 
key indicators, such, population and development, poverty alleviation, human 
development, community and the formation of the social product, are viewed in 
the perspective of a systems aggregation process commencing from the 
knowledge-inducing linkages of diversity of entities. This is the principle of 
pervasive complementarities with diversity shown here to thoroughly contrast 
with the marginal rate of substitution of the neoclassical foundation of the 
aggregate production function used to study economic growth. 


TECHNICAL APPENDIX TO CHAPTER 2 


1. A Multidimensional 11 Model of Development in Islamic Perspective 


Consider the expression (2.5) of multi-system IIE-processes in the framework of 
the Tawhidi unity of knowledge. 


~+ {9 }—er (Xi1C(91})} 92-90) New (8)} continuity (1) 
W(8),X.(8,)) 
t 4 
[Q: -» S] a ow Wt " " Q=H (A2.1) 
L 7 
> {02} —re2{ Xx (821)} —es—%a2 New (8:) —»continuity — (2) 
W(02,X2(82)) 


At the level of [Q;—+ S} as the fundamental epistemology the Sunnat 
Allah (divine laws) is denoted by Q. This is followed by the derivation of Sunnah 
of the Prophet Muhammad, S, in reference to the Qur'an, that is from 22. 


On the topic of socio-economic development this means the organization 
of the worldview according to a unique premise of [unity (Tawhid), balance 
(Mizan), purpose (Magasid), Certainty (Haqqa), Wellbeing (Falah) and 
evolutionary continuity (Khalq in-Jadid)], The epistemological derivation also 
points out that such a process underlying the formation of knowledge in all 
organisms of life and society is repeated in diverse ways until the Hereafter. The 
creations theory of the Qur'an is thus the continuously knowledge induction of all 
the world-systems. Likewise, it also encompasses the continuous movement of the 
opposite, de-knowledge in the plane of falsehood. 
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[f2:->S] guides the created world-systems (2.1) and (2.2) [thereby 
multiples of these) according to the IIE-processes as was explained earlicr. Now 
knowledge-flows derived from the fundamental epistemology of understanding 
unity of knowledge premised on [Q; -+S) through the discursive search, 
discovery and implementation phases as shown, delineates the meaning of 
development in Islam to be knowledge-induced, pervasive complementanities, 
diversity, grassroots oriented with extensive growth into higher echelons of 
interactive and integrative organisms that evolve by the force of knowledge 
induction. The attribute of continuous knowledge-induced advance is intrinsic in 
the development process, This is signified by the attribute of the evolutionary re- 
originative orders referred to in the Qur'an as the Khalq in-Jadid. 


In the following stages the I[E-process is exemplified in reference to the 
institutional order in the development paradigm [note italics). 


[Q: >S}: This is the primal stage setting the development process in the 
epistemological framework of the Tawhidi unity of knowledge as 
the unique worldview for all world-systems, issues, problems and 
analytical thought. The Qur'an and the Sunnah combine to raise 
the human consciousness to this level of understanding. See many 
verses of the Qur'an regarding the systemic unity of life and 
thought organized in a pre-ordained ways where the Signs of Allah 
(Ayath Allah) are reflected in all artifacts of life. 


[building the conception of the unified worldview of development 
by means of the tenets of the divine laws: morality, ethics, 
principle of unified complementarities across diversity} 


Socio-Economic Development 49 


(0)} ey (X10) })): This is the process of deriving knowledge-flows from the 
complete, absolute and perfect knowledge stock of 2 through S, in 
Tespect to diverse issues and problems of life and thought. The ITE- 
process or the Shuratic Process is thus a discursive one in reference 
to [Q: —>S], which now along with the formation of knowledge- 
flows forms the groundwork of the Shari’ah, the Islamic Law, It 
guides the development process, the choices of individuals and 
society and the organization of diverse aspects of life and modes of 
thinking. The formation of the consensual {@;} results in 
prescribed ways of doing things in the development phase as 
signified by {X\({@\})} through the transmission process (the 
mode of translating knowledge-flow into action). Among these are 
community development, population, financial and real economy, 
sectoral linkages for generating growth to attain soctal wellbeing, 
thus poverty alleviation, eradicating inequality, complementing co- 
determined relationship of the Shura between the productive 
factors etc. The goals of entitlement, empowerment, justice and 
equality are embedded at this level according to the attributes that 
underlie the {0)}|—+a; (X)({0)})} im the Shuratic Process. 


[Shuratic Process, justice, distributive equity, productivity, 
freedom of participation with communtiarian values, development 
variables according to participatory values and instruments in the 
light of the principle of pervasive complementarities} 


W(0,,X\(0,)) denotes the post-evaluation of the experience in attaining systemic 
unity of knowledge through the {6)}—>e) {Xi({9)})) process. Note 
that [Q: -»S] as the fundamental epistemology remains immutable 
to change. That is, the issue of community development as an 
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example will be settled by the circular causation in unity by 
linkages and complementarities among the various variables. Some 
of these we have discussed as entitlement, empowerment, 
determination of appropriate technology, markets of ethical goods, 
human ccology issues and institutional actions on co-determination 
between productive factors, management, labor and common 
shareholders in the Shura now extended to the micro-levels and to 
the relational level of analytical functions. 


[economic factors, technology, markets, money, finance, 
institutions, management economy-demography dynamics and 
participatory instruments} 


New {6} — continuity is the attribute of creative evolution, the Khalq in-Jadid 
of the Qur'an that bestows the continuous and pervasive learning 
role of the world-systems by the presence of Allah (Sunnat Allah) 
in all of them in a unique way. In the development process this is 
known as sustainability of the Islamic knowledge-centered 
worldview of development as described, 


[development continues by post-evaluation of policies, programs 
and the understanding of complementary relations received from 
the socio-sctentifie order] 


—> continuity —>+ The continuity of the above-mentioned process means 
sustainability of the development process by its underlying moral and material 
complementary process is established in perpetuity through the Shuratic 
Processes. 
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The repetition of similar processes for systems | and 2 as shown in 
expression (A2.1), means the uniqueness of the Tawhidi epistemological 
methodology in all systems and thus the possibility of inter-systemic ITE-process 
to prevail. In the development paradigm the string (1) could denote the 
demographic dynamics and string (2) the economic dynamics. The interaction 
between these systems means the economy-demography dynamics governed by 
the Tawhidi worldview. 


2. Estimation Paradigm of the Social Wellbeing Objective Criterion 


The simulation problem of social wellbeing function in the perspective of circular 
causation recursive relations embodied in the wellbeing system is to be viewed in 
two parts. The first part comprises institutional/policy guidance. We refer to this 
phase as Social Action according to the Tawhidi law of unity of knowledge. This 
principal sub-process of the complete HE-process assigns ordinal values to 0. 
That is, according to different ranges of 6-values representing the degree of 
knowledge attained in the Shuratic Process there will be Action on the socio- 
economic domain. The second part of the Shuratic Process comprises the circular 
Social Response back to the Shura as polity. In this way by continuity of these 
recursive processes attained values of the knowledge-flow variables and their 
induced socio-economic variables {X(@)}are subjected to evaluation by means of 
the social wellbeing criterion function and the processes continued through new 
ranges of (0, X(@)}-values, 


The two parts of the social wellbeing simulation problem are represented 
below: 
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Social Action: From Shura to Market 


This takes place by means of the episteme of unity of knowledge, which is 
a matter of preference guidance by Polity: 


Lower case symbols (x,) denote the logarithmic form of the upper case 
variables (X,). Hence for expression (.) we have the log-linear transform, 


Simulate jo; w(8) = w(0,X(8)) = Een1° b(8).x4(8) (A2.2) 

with respect fo recursive relations, 

x,(0) = Cy + Zn)" a(8).x(8); j4s = 1,2,...0 {A2.3) 
s © 1,2,....n; x(0) denotes all x-variables except the particular dependent 
one. C, is the constant term for the specific sth recursive relation, j = 
1,2,...,.n does no include the particular number s for the x,(8) variable. 
Soctal Response: From Market Transformation to Shura 

6+ =C + 2.0 + E).)"c.0 (8) (A2.4) 
fr denotes forward recursive values of an existing value of 6 as 
discoursed in the Shura and determined by the previously existing (0, 


X(8)} -values 


Parts | and 2 are brought together by first recursively determining 


simulated X-values of expressions for given range of values of @, say in the range 


1 $68 $ 10, The reconstruction of new values of 8 is done by the expression 
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{A2.4), The methodology of development planning particularly uses targets of 
growth rates of the variables as shown. 


The technical simulation result of the above-mentioned social wellbeing 
function taken in the log-linear form is given below; 


Simulate {0} W(8) = E,-:* b,(0).x,(0) (A2.5) 
Subject to, x(0) = C, + E,)" a(0).x,(0) {A2.6) 
s4j;s= 120.0 

0+ =C + 0.8 + E).\"c.x(8) (A2.7) 


The implication of development planning is that given a state of 
knowledge it is possible to mobilize policy instruments toward market 
transformation and attainment of given rates of change in the socio-economic and 
policy variables indicated by g/.)'s. But new @-values evolve out of recursive 
experience from polity-market interaction. 


To simulate the system (A2.5) ~ (A2.7) we start by first estimating each of 
these equations structurally with the following data set: 


6-values x(0)-vector values W(0,x(8))-values 
4, € (0.1) N= (Xi Xz Xin} [8s] W,(8),.x(8)) 
@,€ (1,2) 9 x2= (X25 X22 «..X2n} [2] W2(8,"2(82) 


On € (m-1m) XE (Xr Xe Xen} [Orn] Wel Br Xml Orn) 
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The row variables are structurally estimated by means of the equations 
(A2.5)-(A2.7). The emergent paths of the wellbeing function and the socio- 
economic variables as induced by knowledge parameters are thus estimated. 
Period-wise expected as opposed to actual convergence in the (8,x(0),W(@,x(8)))- 
values is obtained at the process for 0 = 0,,, 


3. An Example of Simulation of the Social Wellbeing Index: Competency 


The measure of Competency in the labour force/business environment is an 
example of the social wellbeing index with complementarities between the 
component variables of competency as the goal. A given level of knowledge-flow 
8 determined at an instance of progress of competency co-determines all the 
component variables. Thus, skill as a complementary component indicator with 
the other ones is denoted by S(6), Likewise, Attitude as another component 
indicator is denoted by A(8). 


We define the Competency Wellbeing Criterion (C) in the general form 
by, 
C= 1.6"S(0).A(0)! (A2.8) 


In expression (A2.8) a, PB, y are elasticity coefficients indicating the 
percentage impact made by 8, S(@), A(@), respectively on the competency level C. 
H is a learning parameter that will shift the function (A2.8). 


Note knowledge-flow © is fundamental because of its relational 
epistemology that initiates the process of developing the competency concept as a 
complementary goal comprising the component indicators. 


Technical Appendix to Chapter 2 $s 


The complementary nature of the component indicators alone with their 
circular causation (dynamic) relationships in the context of relational 
epistemology requires (A28) to be simulated subject to the feedback 
interrelationships between the three component variables. Hence, in the context of 
the general wellbeing simulation problem of (A2 5-A2.7) we have the following 
specific simulation problem for the competency model 


Simulates C =H 6"S(8)" AG)’ (A29) 
Subject to, 6 = f,(8-,S(8-),A(8-),C(8-)), 

where (-) denotes previously recursive values of 8, the indicators 
and wellbeing C 

S = £4(6,A(8),C(8)) 

A= £(8,S(8),C(8)) 


The system (A2.9) can be simulated recursively by circular causation feedback 
using appropriate causality methods of econometric analysis 


4, Savings as Withdrawal from Economic Growth, 
Spending as Injection into Economic Growth 


This portion is reproduced in a section of Chapter 4 of this book We argue here 
as there as follows 


Let disposable income after saving at time t = 0 be denoted by Yo(!-s), 
which increases to national income Y, at time t=1. Y,; = Yo(l-s)(1 +g). Likewise, 
YerYo(1+g) (1s) 
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Now consider, OY,/2s « -tYo,(1+g)\(1-s)"' <0 (A210) 
YO = t¥o.(1-s)(itg)"' > 0 (A211) 
(A2.11) 15 true only due to the positive effect of g on Y, but 
a change in Y, is dampened by the negative effect of s 


The results (A210) and (A2.11) remain true over all periods of time and 
in the continuous sense Besides, the argument that a higher volume of savings 
would grow into more resources for investment in the future contradicts the fact 
that at any moment of time that volume of savings is a resource withdrawal. That 
amount of potential resource could otherwise have been used to perpetuate 
economic growth and thereby development and social wellbeing In the special 
case though, when continuously savings equals spending (as in the case of 
investment), resource mobilization takes over withdrawal over time and such 
spending becomes the engine of growth and development In the Islamic 
economic case the additional Shan'ah cnterion of appropnateness of spending 
outlets must also be mammtained im order to achieve not simply growth or 
development but principally social wellbeing premised on the episteme of unity of 
knowledge (Tawhid) 


CHAPTER 3 


CORPORATE GOVERNANCE 


The Fundamental Islamic Epistemology of Reference 


The commencing premise of any kind of Islamic thinking and its influence on 
organization is the epistemological foundation of the oneness of God, Tawhid, 
This is functionally represented in socio-economic, management, political and the 
entire gamut of scientific relationships by a relational understanding of how the 
divine laws (Sunnat Allah) work in conjunction with the Guidance (Sunnah) of 
the Prophet Muhammad (Sunnat al-Rasul) in connection with the world-systems 
and the Hereafter. This causality between Allah, the World-System and the 
Akhira (the Hereafter) is cogently expressed by the feedback relationship: 


From Tawhid in the Primordial Order of Reality to the World-Systems anto 
Akhira as the manifestation and equivalence of Tawhid — (3.0) 


The Tawhidi epistemological methodology was developed in Chapter 2. In 
this chapter we will apply that central methodology to the topic of corporate 
governance as an institutional theme. 


What is Corporate Governance? 


We commence with the two contrasting questions and their answers: What is 
Corporate Governance as conventionally understood? What is Corporate 
Governance in the Islamic perspective under the Tawhidi methodology of the 
oneness or unity of knowledge? 
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Corporate Governance has to do with those legal and organizational structures 
that look after the internal governance of a corporation. The implication here is 
that a corporation is an organization and hence an institution. It is thereby a 
bundle of contracts and rules under which it functions, is legitimated by legal 
decree and protected by the legal tenets of any government and state. The 
implications of such legal obligations and protection may be limited nationally or 
extended internationally under agreed upon globalization rules. 


The latter case forms the extension of the legal statutes and conditions of 
property rights to the international venue by such governance policies as TRIPS 
(Trade Related Investment Property Rights), TRIMS (Trade Related Investment 
Measures), Surveillance and Dispute Settlement Mechanisms, environmental 
protection, antidumping, corporate transparency, corporate responsibility, 
equitable distribution of wealth and income, labor laws and many others. As the 
complexity of the business environment in relation to property rights issues 
expands the network of interrelationships among such diverse points of the 
complexity system grows. In the end there can hardly be anything left out of the 
extended meaning of corporate governance, though the discernible identification 
of such governance methods, tools, organization and acceptance go through an 
evolutionary learning process. 


Corporate governance as a mainstream organizational concept can be 
derived from Arrow who writes (1974, p.224); 


An organization is a group of individuals seeking to achieve some 
common goals, or, in different language, to maximize an objective 
function. Each member has objectives of his own, in general not 
coincident with those of the organization. Each member also has some 
range of decisions to make within limits set partly by the environment 
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external to the organization and partly by the decision of members. 
Finally, some but not all observations about the workings of the 
organization and about the external world are communicated from one 
member to another. 


The Objective Function of Corporate Governance 


The very first objective of corporate governance is to define and attain an 
objective critenon by means of understanding the relations between critical 
variables supported by policies, programs and strategic coalitions, The last point 
leads to the determination of rules of actions, policies and strategies by means of 
institutional consensus and the exercise of proper instruments as required by the 
kind of corporation in action. Thus there are three stages involved in the 
determination of the groundwork of corporate governance. Firstly, there is the 
collective formulation of objective criteria. In view of the complex nature of 
networking in corporate governance there must inevitably be multiple objective 
criteria interlinked in some explainable way, 


We define such an objective criterion function as, 
W Wix.P; 2(8)) GA) 


& = {x), Xp, Xp, --., Xe} denotes a vector of socio-economic variables between 
which interrelationships must be studied with respect to market and environing 
realities. For example, x; can denote price of good 1; xz as price of good 2; x; as 
the quantity of good 1, X4 as the quantity of good 4, The relationships between 
these happen through the interaction between demand and supply of such goods in 
multimarkets (here two markets). 


P = (P;, Pz, ... , Pm} denotes the vector of policy variables and 
instruments. An example is of P) as competition policy, P) as corporate 
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transparency, P; as a management contract with labor on wages and job security, 
ete, 


{2} denotes strategic preferences of corporate members cither in 
management hierarchy of in co-operative mechanism within team work. The latter 
kind of strategy is particularly to be found in Japanese firms (Kobayashi, 1988). 
An example is that in order to determine right multimarket market prices using 
the policies of corporate governance policies as mentioned above, the preferences 
of the corporate members would be different between competitive markets (the 
Taylor model of corporate governance) and co-operative strategies (Japanese 


case). 


6 denotes a consensual value of discursive mechanism existing within the 
corporate organization cither in its hierarchical form or co-operative form to 
establish the preference >. Hence we write 2 as being functionally determined by 
(8). That is 2(8), which is a key epistemological indicator in the organizational 
theory of the firm. The structure, and thereby the nature of corporate 
interrelationship in the specific firm, will be determined by the kind of behavioral 
preferences formed by the discursive mechanism. In a neoclassical finn 
competitive behavior will rule foremost, In the co-operative firm complementary 
relations between multimarkets and the organizational strategies will prevail. 
Herbert Simon referred to such an approach to decision making in a firm as 
‘satisficing’ behavior. According to Simon (1952-53) there are three phases of 
decision making at the organizational level. 


The first phase is the intelligence activity. This accounts for setting up the 
favorable conditions for decision-making. The second phase is the design activity, 
This accounts for searching, discovering and analyzing possible sets of ways and 
means of interacting with the design activity. The third phase called the choice 
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Stage engages in selecting and implementing particular choices of actions that 
have been discovered and analyzed at the stage of design activity 


Simon's characterization of an organizational conception of the firm is 
more process-oriented than Arrow’s. In Arrow’s characterization there is a 
particular conception of preferences that reside with competing individuals 
somehow molded together to form the preference of the organizanon as a whole 
Such a hierarchical preference formation then enters the critenon function of the 
organization The maximization behavior along with the competing preferences of 
individual members makes such preferences those of self-centered individuals, 
whose indrvidualistic preferences are then molded in ways unknown 


Such a molding 1s a lateral aggregation of individual preferences. In this 
case the method of preference aggregation tums out to be simply an analytical 
nicety of civil libertarianism (Bentham, 1789) rather than a process, explaining 
consensus, The assumption underlying this kind of preference aggregation 15 that 
every individual behaves alike and unanimously concedes to a uniquely 
dominating human preference (Harsanyi, 1955). Despite accepting an argument 
sometime premised on the capacity for happiness in utilitarian ethics, a 
convergence to such a unique human preference by the methodical rule of lateral 
aggregation raises the problem of idealism against cognizance of realism 


The second kind of convergence of preferences would be by hegemony of 
a dominant ruler. This ts the kind of decision-making that takes place in any form 
of democracy where the will of a majority voter wields the power of convergence 
The same kind of behavior when extended to mternational affairs would mean the 
reign of the will of a certain powerful group over the rest. In recent times such 
unilateral governance has been charactenzed by the will of the Government of the 
United States of Amenca to wage war on Inq with the support of the US 
popular sentiment. In the economic scene the transnational companies have 


62 Islamic Economics and Finance 


governance over the command of resources and investments in the developing 
countries, Such a power is supported by the WTO TRIPS, TRIMS, capital accord 
in FDI movements and capital accounts liberalization to the detriment of national 
governments’ sovereignty over capital market and capital flow regulauions The 
technological dominance of the industrialized nanons over the submissive will of 
the developing ones marks the return of Eurocentricity in the globalization scene 
(Amin, 1989) 


Selection of Corporate Strategies in the Social Wellbeing Criterion Function 


Whether it ts the maximization or satisficing nature of the cnterion function the 
corporation selects its strategies and thus has a perspective of the relationships 
governing x along with P_ Here too the behavioral factor in preference formation 
is centrally critical If the preferences are of hedonism and methodological 
individualism governing individuals, institutions, organizational behavior and 
markets, then our earlier selection of the market variables for x), x2, x5, x4 im 
multimarkets will show relationship between these markets by way of 
competition. Underlying this perspective of resource allocauon between 
competing ends ts the pervasive principle of mainstream economics. It stems from 
the neoclassical economic roots of the principle of marginal rate of substitution as 
the governing principle of competition linked with scarcity and both 
methodological individualism and independence between competing agents and 
alternatives. Corporations adopt this principle to govern over alternatives that they 
assume are faced by the fundamental pre-condition of scarce resources in 
economic production. The bundle of policies that they adopt, namely P), P», Ps, as 
mennioned earlier, is to intensify competition, to evade competition policy and 
exercise control over international resources by taking protection of the national 
catching-up development policies and the trade and capital-flow liberalization 
instruments of the WTO and the IMF 
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The following kinds of relationships will apply between the socio- 
economic and policy variables that we expect in the two cases of Arrow’s 
individualism and Simon's satisficing behavior of agency: 


1. Kenneth Arrow: 


x) * fi(xy',P)) (3.2) 
where x,’ denotes the x, variable without the ith one; 
i= 1,2,3,4,j= 12,3 


In corporate governance a strategy to acquire oligopolistic control of 
market shares will cause x, as price or quantity variable to be determined by the 
price and quantity based collusion approach (Martin, 1988). Expression (3,2) 
forms a system of equations, 


P, could then denote policy variables such as anti-trust law, competition 
policy and advertising. The anti-trust policy could be measured by the rate of 
change of copyright violation as a function of one business output in terms of 
another's, Competition policy could be measured by the rate of change of profits 
above a critical level as a function of one business output in terms another's. 
Advertising policy is measured by the expenditure in promoting sales, and is 
thereby a function of one business sales valuc relative to another's toward gaining 
market access, 


In each of such relations we note that there is an intrinsic condition of 
trade-off, and hence marginal rate of substitution due to competition between the 
firms to gain market shares and market access. All strategies revolve around such 
4 pre-condition. The overarching preference formation governing decision- 
making in the corporation is thus premised on the principle of marginal rate of 
substitution as a trade-off caused by the assumption of competition in the 
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oligopolistic model of corporate governance. Consequently, the causality between 
the variables and their relations in the system (3.2) would be based upon and 
reflect this trade-off and competing behavior. 


2. Herbert Simon: 


Now the system of expressions in (3.2) remain intact, except that the preference 
formation is institution driven rather than market driven on the assumption of 
marginal rate of substitution, thus trade-off and competition. The policy and 
strategy variables become more important in causing a pattem of the socio- 
economic vanables to emerge. 


In the organizational theory of the firm given by Simon (1952-53) there is 
an intemal social process within the organization that links up with the socio- 
economic variables. Information about the market environment and strategies 
remain incomplete. Hence agents are not optimally rational as in the case of 
Arrow, Thus bounded rationality holds on agent-specific behavior in economic 
and policy choices, 


Three kinds of interaction apply. 


R1: intra-firm interaction > cohesion (C); 

R2: C + Diversity of strategies and decision (D); + (33) 
R3: D — C (recursive decision-making); 

R4-C I 


The continuity of Rl -»R2->R3-R4 G4) 
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is based on the competition theory of the firm that remains linked to markets. 
Such a firm's behavior being premised on competition and trade-off, the recursive 
relations intra-organization build upon this assumed form of competing behavior 
of the firm and reinforces the same through policy prototypes. 


Simon's organizational theory of the firm is simply an institutional 
enforcement of the process internal to itself that derives from and then enhances 
the neoclassical hypothesis of marginal rate of substitution as information evolve 
within a bounded rationality set of alternatives. Simon thus extends Arrow’s 
organizational maximization problem to institutional preference behavior. 
Arrow's approach on the other hand remains devoid of prescriptions of policy, In 
this regard Whittaker (1987, p, 574) writes: “The most obvious point to make 
about Arrow’s discussion of organizations ... is that it conveys merely a broad 
vision rather that a specific theory. The speculation is on the grand scale, with few 
clues as to how the general perspectives can be applied to concrete cases and 
issues, let alone the formulation of precise refutable hypothesis.” 


Feedback Loops in Decision-Making for Corporate Governance: the 
Environing Factors 


The environing factors of corporate governance are of two kinds, socio-political 
and politico-economic, There are interactions between these, particularly in the 
light of Simon's organizational theory of the firm. They generate significant 
consequences, In other words, a corporation in the organizational theory of the 
firm should be seen as a social and economic organism. 


In the socio-political case the corporation is to be seen as a socially 
responsible organism Some of the reflective preference behavior of the 
corporation would be creating jobs, sustainable development and goodwill in 
sales. But to attain such goals the corporation needs to exist and grow as a 
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dominant supplier. The production levels and acquisition of market shares 
between these large and small enterprises have important consequences. The 
dominant supplier determines the residual supply and demand curves of the small 
enterprise outputs. Small enterprises are unable to recover the average cost of 
production that otherwise the large firms can face duc to their economies of scale. 
Consequently, an adverse pricing situation arises. In this scenario the dominant 
corporate supplier manages to price its products down to the limiting pricing 
level, But for the small enterprises this would mean bankruptcy (Martin, 1988). 


In the political economy of corporation as a social and economic organism 
in relation to the environing factors, an important issuc to treat is sustainability. 
Transnational companies have becn shown to be irresponsible adventurers and 
rent-seeking producers in the resource-rich hinterland of the developing world 
(Trainer, 2002,Tisdell, 2002). The East India Company of British India, the 
ALCAN in Canadian habitations of indigenous natives and its environmentally 
disastrous operations in Barbados aluminum deposits, are just a few examples of 
the giant transnational companies that have disparaged the cheap but critical 
world resources in the native lands and the developing world, Thus corporate 
governance means legal constraints, penalties and rewards, transparency and 
disclosures on the operations, revenues and expenditures. International anti-trust 
and competition policies are required to govern oligopolies, cartels, acquisitions 
and mergers. 


In respect to the environing factors a recursive feedback relationship of the 
type shown on expressions (3.3) and (3.4) now requires active policy variables P. 
But since the organizational theory of the firm is linked with the rational theory of 
4 profit-maximizing firm, a corporation finds its preference formation to be in the 
middie of contrasting forces between goodwill and profit-maximization. For 
instance profit-maximization objective has led to frequent downsizing and 
restructuring in corporations as they become large and powerful through mergers 
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and acquisitions. Collective decisions (C) are now significantly changed by the 
change in ownership, control and management of the new giant corporation. 
Consequently, the P-variables lose their social meaning for the sake of economic 
interests. Economic efficiency and distributive equity, technological change and 
employment creation, markets and environment and similar couples fall in the 
trade-off caused by market competition and the drive of management and 
shareholders to maximize the net asset worth of a corporation. 


In the end, the recursive feedback under the governing preference 
formation causes increasing marginalization of the social objectives for gains in 
economic benefits for the corporations, The social policy variables lose their 
enhancing power while the economic ones increase, As economies today move 
into higher levels of privatization, market forces and globalization the process of 
social marginalization by corporations increases. The feedback earlier desired of 
P is ruptured between the social and economic sides, 


Islamic Perspectives in Corporate Governance 


The groundwork of all forms of corporate governance is premised on the nature of 
preference formation caused by the internal dynamics of organization and 
interactive decision-making within institutions, its relationship with the 
environing factors and continuity of such a relationship. If the preference 
formation is premised on methodological individualism and recursive methods 
that breeds on market forces then the Arrow-Simon type of corporate behavior is 
perpetuated. 


The preference behavior 2 is therefore premised on an epistemology 
carried by 6-values to yield an cpisteme of action and response shown by 2(8). 
2(6) is then recursively formed by and in turn feedbacks upon (x,P)-variables. 
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In the Islamic theory of corporate governance the expressions (3.1) — (3.4) 
acquire the forms, 


W(2(0)) * Wx,P)[2(8)) G5) 
x(2(B))~ fi(x,",P)) (2(8)), G6) 
where x,"(2(8)) denotes the x,(2(0))variable without the ith one. 

i= 1,2,3,4; j= 1,2,3. 


The induction of the variables and functions by (2(@)) has a deep import. 
Such a transformation is not mechanical. The transformation means that since x 
and P are both uniquely induced by 2(0), they will have complementary relations 
between them rather then marginal substitution relationship of a competition and 
scarcity based paradigm. Besides, the continuity of the feedback in the x-P 
relations encompassing social and environing factors perpetuate such a 
complementary relationship. Because of the combination of the relations shown in 
expressions (3.1) and (3,4), interactions within and across organizations, markets 
and the organic environment lead to consensus that evolve in continuous cycles 
by their interactive, integrative (Le. consensual) and evolutionary dynamics (IIE, 
see Chapters | and 2). A continuous knowledge-inducing process model as 
opposed to & maximization model of corporate governance by means of 
preference behavior is established. 


Yet the organic Interactive, Integrative and Evolutionary Process (IIE- 
Process) is not automatically established if the corporations are lefi to sheer 
market forces or to sheer competing social and environing forces. The Islamic 
knowledge model of the most general type is premised on the epistemology of 
unity of knowledge as a relational order between systems. Between the Shari'ah- 
approved (according to the Islamic Law) possibilities of (x,P){6] the relational 
order is one of pervasive complementarities across diverse ways of learning-by- 
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doing. Even between the good and bad (Shari‘ah-opposed) opposites there is no 
pervasive marginal rate of substitution, but simply in the short run, as long as 
knowledge evolution process across the prevailing incomplete knowledge domain 
has progressed sufficiently to establish the possibility to replace the bad with a 
good or to discern the two conclusively. An example of this process is from the 
Qur'an (2:219-220) on how alcohol and gambling were progressively banished 
from the Muslim conduct of life and replaced by the virtue of spending in the 
good things of life: “They ask you concerning wine and gambling. Say: “In them 
is great sin, and some profit, for men; but the sin is greater than the profit.” They 
ask you how much they are to spend; say; “What is beyond your need.” Thus 
Allah makes clear to you His Signs: in order that you may consider — (their 
bearings) on this life and the Hereafter.” 


Thus, the Qur'anic organic characterization of reality is that all things 
have been made in pairs (Qur'an 51:49) — “And of everything We have created 
pairs, that you may remember (the Grace of Allah).” The pairing of the universe, 
which applies to both good things taken together and bad things taken together are 
separately paired bundles. The two mix only over a limited space of incomplete 
knowledge. But as the organic discourse towards unity of knowledge proceeds, 
this indetermination problem is removed and is further evolved to greater degree 
of certainty by truth recognizing the contrasting realtics between truth and 
falsehood according to the Qur'anic law and the Sunnah. These two 
epistemological foundations together and combined with the discourse among the 
organizational entities of both institutional and every other relational domains of 
markets, society, science and environing factors, form the Islamic episteme of 
unity of knowledge. 


In the introduction to this chapter we referred to the central simple but 
highly complex relationship in expressions (3.5) and (3.6). The knowledge of 
universal ‘pairing’ as the sure sign of complementary relations among diverse 
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things discovered by the ITE-process referred to above, is the derived meaning of 
unity of knowledge. It springs from the fundamental epistemology of Tawhid and 
relates to the World-System. Thereafter, through the continuous evolution of such 
an experience of organizing the world-system out of unity of knowledge we reach 
the end of reality in the Hereafter. 


2(8) is thus epistemologically determined in a general systems 
configuration by the pervasively knowledge-inducing behavior of preference 
formation and its dynamic evolution across unifying fields of interrelationships. 
The x-vector that is induced by 2(@) signifies the capacity and transformation of 
the market, institutional and socio-scientific orders to embrace the true reality of 
the unity of knowledge. The Qur'an refers to this true reality by the term Haqqa. 
The P-vector likewise is the set of policies, strategies and instruments that 
continuously simulate the realization of systemic unity of knowledge in IIE- 
process-onented domains. 


The medium of discourse through which the human mind interrelates with 
the Signs of Allah (Ayath Allah) is called the Shura. The Shura is here understood 
as the total organic process and medium of discovering unity of Tawhidi 
knowledge through system inferrelationships. Thus the IE-process emanates 
from the combination of specific stages in the knowledge formation circular 
causation model of unified reality (Choudhury, 1995). These stages are namely 
(1) The Tawhidi Epistemology; (2) The primal derivation of unity of knowledge 
from the Tawhidi Epistemology and then codified in the form of the Shari'ah and 
the Shari’ah rules (Ahkam as-Shari'ah) leading to the primal formation of (2(6)); 
(3) The discursive medium of the (x,P)[2(8)} systemic interaction and integration 
followed by a simulation of W(x,P)[2(8)}; (4) The organic evolution and 
continuity of the derived system given by (3.5)-(3.6). These stages characterize 
the HE-process. The latter is also referred to here as the Shuratic Process and is 
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derived from the generic title of the Qur'anic Chapter 42, Shura (Mutual 
Consultation), but in combination between the verses (Qur'an, 38 and 49-53). 


Applying the Interactive, Integrative and Evolutionary Process of Tawhidi 
Unity of Knowledge to the Theory of Corporate Governance in Islamic 


Perspective 


The very first perspective of Islamic methodology in socio-scientific systems, 
namely the Shuratic Process, forms the most profound institutional and 
organizational model of governance in general and corporate governance in 
particular, Since the Shuratic Process, equivalently the IIE-process, forms the 
totality of the sequences mentioned above, therefore, the complete functioning of 
the Islamic governance is also the totality of the Islamic episteme According to 
Foucault (see Dreyfus & Rabinow, 1983, p.18) the concept of episteme is defined 


as follows: 


By episteme, we mean ... the total set of relations that unite, at a given 
period, the discursive practices that give rise to epistemological figures, 
science, and possibly formalized systems ... The episteme is not a form of 
knowledge (connaissance) or type of rationality which, crossing the 
boundaries of the most varied sciences, manifests the sovercign unity of a 
subject, a spirit, or a period: it is the totality of relations that can be 
discovered, for a given period, between the sciences when one analyses 
them at the level of discursive regularities. 


Since the preference behavior 2(8) is the most important governing part of 
the epistemology, which is followed by the system (3.5)-(3.6), we must 
understand what is the role of the social wellbeing criterion function W(x,P)[2(8)] 
in corporate governance. Thus what is the objective goal of corporate functions 
and its governance? 


Since the ITE-process is aimed at leading into greater degree of unity of 
systemic knowledge according to the Tawhidi episteme, therefore, the social 
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wellbeing function becomes the criterion to evaluate the degree to which such 
unity of systemic knowledge has been attained, That unity of knowledge is firstly 
evaluated internal to the corporation by observing an ordinal level attained to the 
degree of consensus formed by process converging to the interactive preference 
formation (2(6)). Secondly, the social wellbeing function cvaluates the degree to 
which unifying relationship has been attained between the x and P variables 
through the recursive feedback between the corporation and its environing factors, 
The social wellbeing objective criterion is thus subject to actions and responses in 
the LIE-process that leads to corrections, revision or even abandonment of a given 
process if it is felt among the participants of the Shura that a particular set of rules 
is not working and can be improved by its replacement with other instruments and 
analytical perspectives. 


During the times of Caliph Umar (second Caliph of Islam) the Qur'anic 
injunction of Zakat (wealth tax) that can be paid to new Muslims to give them 
economic security, was caricelled. The argument was made that by then the 
Muslim Caliphate had become strong politically and economically. It was 
possible to meet the social security need of the new Muslims by other means. This 
revision was simply a short-run exigency of resource management by the Public 
Treasury (Bait al-Mal), not a permanent abandonment of the Qur’ame injunction 
of the disbursement of Zakat fund into its eight categories and by further analogy 
of such expenditure (Qur'an, 2:177), What remains absolutely immutable is the 
Tawhidi cpisteme and its implication of a knowledge-centered unification by 
means of diversity of (x,P) interrelations. 
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Principles and Instruments Governing Islamic Social and Economic Conduct 


In the environing domain, governance is imparted by the knowledge induction of 
the menus of production, consumption and distribution of resources, income and 
wealth that reflect the following key principles (Choudhury, 1989): 


1, Extension of the Tawhidi unity of knowledge through the IIE-process to 
the interacting environing factors. This unfolds the complexity, richness 
and diversity of the unifying process of leaming systems according to the 
episteme of the Tawhidi unity of knowledge. 


2. The principle of Justice as balance and equality. 


3. The principle of productive engagement of resources in social and 
economic activities. 


4. The principle of recursive interaction among the above stages to form 
intra- and inter- systemic complementarities as the ‘pairing’ feature of 
unity of divine knowledge exemplified in systemic interrelationships.. 


These principles are equally true with organizations and institutions in an 
economy that evolve toward an Islamic political economy. 


The P-vector becomes centrally important in generating the recursive IIE- 
process feedback intra- and inter- governance systems. To bring about the kind of 
unity of systemic knowledge as explained above appropriate kinds of instruments 
used are, 


1. Preference formation toward avoidance of waste (Israf) in consumption, 
production and distribution of all kinds of resources. This leads not only to 
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intertemporal ecological consciousness but also determines the kinds of 
goods and the technology that would be determined by the resulting 
development regimes. 


. One such kind of waste being the rate of interest (all kinds of term 


structures, real and nominal) as the cost of unused capital existing in the 
form of liquid savings, the same preference formation by discourse 
between a corporation and the Islamic political economy phases out 
interest rate regimes and causes spending to arise by resource mobilization 
rather than savings as withdrawal of resources, 


. Interest rate as a *bad’ is replaced by progressive Islamic transformation 


by co-operative instruments, These are fundamentally of two types - 
Mudarabah (profit-sharing under economic co-operation) and Musharakah 
(equity participation). Around these principal instruments other forms of 
financing and development co-operation instruments revolve, such as 
Murabaha (cost-plus pricing), foreign trade, rental, secondary instruments 
of unit trusts and financing indexes. Such co-operative instruments 
generate and survive on extensive participation in the economy and 
society wide sense. The progressive reduction of interest rate and its 
replacement by the co-operative financing and development instruments 
enhances the evolving participation at all levels. This causes productivity 
as well as equitable distribution of entitlement and formation of 
empowerment in society at large. 


. There is the social obligation of the corporation to pay Zakat on its 


retained earnings. The volume of Zakat raised and distributed has a 
positive functional relationship with the transformation process toward a 
participatory economy with progressive reduction of interest rates, The 
limits of Zakat as with Mudarabah and Musharakah and likewise the 
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phasing out of interest rates, should transcend national boundaries into 
international resource flows across the Muslim World (Ummah) 


Waste is reduced, participation is extended by way of co-operation, and 
social and distributive justice, balance, equity, equality and social security are 
progressively enhanced in the Islamic political economy between the corporation 
and the environing factors. It is now logical to deduce that the kinds of 
development regimes that corporations work in and promote within the goal of 
Islamic transformation (Ummah) are those of dynamic (i.e. evolving) life- 
fulfilling needs. The technological change in this milieu of development too is of 
a similar type, appropriate and cost effective. The extension of participation, 
thereby risk sharing, product diversification and technological appropriateness 
and the causality with the development regimes of dynamic life fulfilling needs, 
causes the cost effectiveness and social appropriateness of such transformation. 
The corporations play a vital role in this transformation process by causality 
between itself and the environing factors. 


We have now interconnected the unification process of knowledge derived 
from the Tawhidi episteme and as it establishes the Shari’ah, with the (x,P)[2(@)) 
vectors and its continvous recursive actions and responses in and through W(x,P) 
[2(8)). Such a continuous knowledge-induction is secured through the discursive 
processes within the corporation and between itself and the environing factors, 


Corporate Governance by External Policies 


So far we have dwelled in the social objective criterion of the Islamic corporation 
within a vastly interactive, integrative and evolutionary world-system. The next 
issue is to examine the nature of property rights, legal tencts and governmental 
jurisdiction on the operations of the Islamic corporation, We will stay with our 
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earlier example of policies relating to anti-trust law, competition policy and 
disclosure and advertising. 


Anti-Trust Law 


In the Middle East textbooks for university and college students are provided free. 
This attracts a good deal of sale for book publishing magnates in the West. Of 
recent local book publishers, particularly in Pakistan, India and Malaysia have 
entered into contracts with principal publishers to jointly publish such books at 
low cost. Copyrights are thus sold to local publishers. With the expansion of such 
¢-operative contracts between book-publishers the joint ventures could lead to 
the presence of local publishing capacity of high standards. 


A Mudarabah and Musharakah type venture is thus put in place. The goal 
of cost-effective means of securing equity and the social purpose of education add 
to the appropriateness of producing and using such dynamic life-fulfilling needs. 
The costly implementation of anti-trust law is overcome by putting the value of 
risk, cost and profit sharing through co-operative book-publishing contracts. Once 
again we find that in marginalizing the competing behavior in markets between 
firms and their replacement by the co-operative mechanism, the Islamic form of 
preference formation reduces cost and risk while it increases participation in jomt 
ventures, 


We mentioned earlier that the policy variable governing anti-trust law is a 
function of the output of a firm that illegally uses without disclosure the output of 
other firms for seizing market shares. This is a direct result of competing behavior 
where the preferences and metus are formed by such behavior. Now if we change 
the functional relation to 4 co-operative arrangement in which cach firm uses the 
output of all firms including its own to jointly produce and access markets, the 
generation of profits and its sharing by the participating firms in the joint venture 
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will automatically put into effect transparency and disclosure. This reduces the 
tisk of predatory contested market behavior, for that is not to the interest of the 
co-operative venture. Once again we note that the costly implementation of 
transparency and disclosure mechanism by external agencies is reduced in the 
Islamic political economy by the presence of the co-operative preference behavior 
and its implementation through the network of participatory ventures approved 
under the Shari'ah. 


The functional relations between firm-specific outputs are given by the 
system of equation system (3.5) and (3.6) but with a P-variable as antitrust policy 
now dropping out of the policy vector, It is then replaced by the legal contract of 
Mudarabah-Musharakah profit-cost-risk sharing ratios in accordance with the 
proportionate shareholding and equity participation agreements that partners hold 
in a joint venture. 


Competition Policy 


In a co-operative venture predatory pricing cannot occur, for joint outputs, 
revenues, profits, cost and risk of production and financing are mutually shared, 
and consequently, are disclosed and become transparent. The roles of a dominant 
producer are two in this case. Firstly, the expansion of shareholding by smaller 
firms causes lateral integration of inter-firm assets within a growing co-operative 
mechanism. Now the ownership of the dominant firm devolves to a number of 
shareholding enterprises. Dominance is now not particularly of interest to any 
particular co-operating firm, Secondly, a moderately large firm can exist for a 
limited time period because of natural monopoly (telecommunication, defense 
materials, health care, educational sector) prevailing during the transformation 
process into an effective market driven knowledge-induced Shari’ah system. In 
this case, subsidiary firms diversify to serve the output outlets of the large firm. 
Over time, as the relatively large production ownership diversifies over 
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shareholders, the economy experiences capital widening m both areas, namely, 
ownership diversification generated by shareholding and mdustrial (product) 
diversification by the growth of co-operating enterprises, Consequently, product 
and risk diversifications are jointly served by such a participatory transformation 
of the share economy 


Earlier we assigned a measure of competition policy to undue profit levels 
gained by particular businesses by practicing predatory pricing (limit pricing) at 
the expense of small firms, In the co-operative economic arrangement such a limit 
pricing is illogical for the sake of mutual benefit of participatory firms and the 
shareholders. Now in expressions (3.5) and (3.6) the corresponding competition 
policy variable drops out and is replaced by profit-sharing ratio or the profitability 
rate, These rates are determined as weighted averages of the individual ratios and 
rates by the Mudarabah, Musharakah resource participation cither directly or 
through other instruments that revolve around Mudarabah and Musharakah. Such 
resource-sharing weights are attached to the profit-sharing ratios and the 
profitability rates in view of the importance that individual participants attach to 
the given ratios and rates in the light of the proportionate resource sharing that 
they undertake, Chapter 5 treats this topic in some depth. 


Business Disclosure and Transparency 


In the co-operative economic and financial systems there is no incentive or reason 
for withholding business disclosure and transparency. It is of mutual interest to 
look after common benefits to gain profit-shares there from. Thus the expensive 
external governance policy and institutional mechanism of oversecing disclosure 
and transparency are not only removed from the P-vector but also the political 
implication of unnecessary governance and subservience, such as to the WTO 
policies of TRIMS, TRIPS and surveillance factors, would be minimized with the 
progressive transformation toward an Islamic political economy. 
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The disclosure and transparency factors are equally nonexistent for the 
consumers as for participating firms, for in an Islamic political economy 
household members mobilize their financial resources mto Mudarabah and 
Musharakah shares rather than build up liquid saving in banks. They become 
shareholders and stakeholders. Islamic banks operate on this front by linking the 
financial resources with the real economy and activate financial and development 
instruments that enable speedy resource mobilization to occur 


The absence of disclosure and transparency mechantsm between firms and 
shareholders further reduces the social cost on all Contrarily, such costs would 
otherwise be incurred by unnecessary governance policies The controlling 
authority, as the intemational development finance and trade organizations, reap 
the benefits at the expense of national political sensitivity and economic freedom 
The world money laundering policy now ambitiously taken up by banks and 
international development finance organizations have indiscnminately transmitted 
a large social cost to the grassroots chantable organizations just to promote self- 
centered ego of American interest and political control of the Muslim populace 
Westem governments are now blocking the payments of Zakat by the Westem 
Muslims to the poor and needy in the developing and least developing countries 


Along with the cost and risk-diversifying nature of participatory 
transformation into the Islamic political economy an immediate benefit to 
corporations is the reduction of the problems of moral hazard, asymmetric 
information and adverse selection. The very factor of participation and common 
goals of shared benefits in the evaluation of the shareholders and inter-firm social 
wellbeing function marginalizes the importance of the above kinds of risk factors. 
In addition, the very strong feature of linking money and finance with real 
sectoral mobilization in Shari‘ah-recommended outlets establishes the 
productivity of the economy within the general equilibnum ethico-economic 


80 Islamic Economics and Finance 


interrelationships that we have pointed out above in the case of Islamic political 


economy 
Advertising Cost and Segmented Market Strategy 


It is well known that in a perfectly competitive market advertising 15 4 redundant 
matter of market access and economic efficiency. In the Islamic political economy 
competition is replaced by co-operative shanng by participation. The reduction of 
risk exposure by 4 compound factor of the number of shareholder muluphed by 
the number of shares held by each increases the speed of diversifying msk to a low 
level Accordingly, the average cost curve would decline in an asymptotic 
fashion, This reflects continuous learning by the evolution of discursive 
knowledge through the intra-~ and imter- corporation interaction with the 
environing factors. Consequently, an automatic built-in mechanism increasing the 
level of output ts attained. Thereby, the need for advertising the products remains 
low. Advertising being a sales strategy of the so-called “imperfect” competition 
caused by monopolistic and oligopolistic producers and sellers becomes 
redundant in an economy that attains its high level of efficiency by the automatic 
effects of market driven stabilization of cost, nsk and product diversity with 
increased shareholding and inter-firm participation im productive activity All 
these are realizable by the speedy mobilization of financial and money resources 
More on these issues are taken up in Chapter 5 


While aggressive advertising policy becomes redundant and morally 
contradictory in the Islamic political economy, the production and diffusion of 
useful information is a Shari'ah responsibility of all organizations. This involves 
inculcation of systemic unity of knowledge according to the Tawhid: precept and 
discursive behavior of participation in the Shuratic Process. Corporations in the 
Islamic political economy are required to establish this operative function as an 
important part of the human resource development program (Choudhury, 2001) 
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The nature of inter-sectoral and shareholder participation in Shari’ah- 
recommended productive activities causes diffusion of the knowledge of diverse 
products and their soctal and economic benefits. Such diffusion of knowledge as a 
cause and effect linked with interrelationships causes equal sharing of 
information. Such a reduction in the withholding of information makes 
advertising an unwanted strategic instrument. 


Corporate Governance in a Dual Islamic Economy 


The dual Islamic economy is an embedded one within the prevalent mainstream 
economic system in which economic competition, methodological individualism, 
moral hazard, information blockage and irresponsible behavior are rampant: What 
is the nature of corporate governance in such a case? 


The answer is given by a segmented market approach The Islamic 
organizations, markets, products, menus and strategies are promoted in specific 
markets and trade within national boundaries and internationally Islamic banks 
undertake this task currently by entering into Islamic financing instruments for 
their specific clientele and selecting markets where interest rates are avoided by 
sharcholding in Shari‘ah-recommended outlets. The expansion of the Islamic 
corporations like Islamic banks and Takaful (Islamic Insurance) companies in 
segmented markets embedded in mainstream economies needs the power of the 
behavioral transformation of preferences in increasing awareness and practice of 
the participatory practices, as mentioned earlier in the IIE-process. This program 
requires extensive human resource development and knowledge induction at the 
community, national and internavonal levels 


The hostile environment of competition by mainstream corporations and 
the impossibility of Islamic corporations to enter into strategic alliances in such 
other portfolios might first appear to limit the expansion of Islamic economic and 
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financial activity. This is not a proven fact. In Malaysia during the heyday of the 
economic and financial cnsis, the Islamic portfolios remamed stable Currently, 
while interest rates remain low in the commercial banks and the stock markets are 
showing high volatility, there Islamic banks and investment companies are 
offering stable after-tax rates of retum of approximately 7 per cent This 1s a 
global picture with Islamic banks. Hence linkages across Islamic financial 
institutions are made possible in such a climate of financial stability and the 
prospect of gaining in total productive possibility by linking financial and money 
resources with the real economy 


With the growth of Islamic financial and economic institutions even 
within segmented markets it will become increasingly attractive to gain national 
support to promote the operations of such institutions. The automatic prevalence 
of transparency, business disclosure, absence of predatory competition and anti- 
trust consequences coupled with sustainable productive performance with social 
benefits will enhance trust. A national policy to recognize the special nature of 
Islamic corporations and financial institutions 1s absolutely necessary, While 
Islamic banking has been given a special status of recognition within the central 
bank of Indonesia, Sudan and Iran, this ts still lacking in other Muslim countries. 


Conclusion 


We can now conclude this Chapter by answers to the two questions: What is an 
Islamic Corporation? How is it govemed for operational effectiveness, 
accountability to shareholders and social responsibility? 


An Islamic corporation ts a legal enuty of shareholders with principal and 
proportionate ownership of assets according to individual group equity and profit- 
sharing capabilities. Mudarabah and Musharakah contracts and other ones that 
revolve around these principal development-financing instruments establish the 
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legal validity of the corporation. Absolute ownership within an Islamic 
corporation is thus replaced by proportionate ownership according to participation 
and in view of the extensive co-operative linkages established, 


The Islamic corporation has a prime role in the Islamization of the 
Ummah. Thereby, matters of participatory enterprise across the economy and 
shareholding nationally and intemationally according to Shari’ah rules, become 
mandatory on the Islamic corporation. The built-in openness and transparent 
nature of the Islamic corporation in its business dealings with members and 
shareholders increases effectiveness in product and risk diversification and 
developing segmented markets of Islamic products. The driving force of 
complementary relations between economic efficiency, economic growth, 
technological change, capital, Jabor, social justice, equality, sustainability, 
stabilization and productive transformation by mobilizing financial resources into 
the real economy according to the Shari'ah rules, makes the Islamic corporation 
market driven within a social and responsible co-operative milieu. Above all, the 
continuous knowledge driven Shuratic Process of discourse, search, discovery and 
expansion of complementary possibilities forms the systemic application of the 
Tawhidi episteme in the case of corporate governance. 


With the ethical market driven nature of the Islamic corporation external 
governance of such an organization becomes increasingly redundant in an 
Islamizing political economy. The most critical governance of the Islamic 
corporation is its guidance toward the formation of behavioral preferences 
premised on the Tawhidi systemic meaning of unity of knowledge by relational 
complementaritics and linkages. The human resource development effects are 
grounded on such a perspective of unifying interrelationship between the Islamic 
corporation and its internal and external environing factors. 


TECHNICAL APPENDIX TO CHAPTER 3 


COMPARATIVE SCHEMA OF CORPORATE GOVERNANCE 


The schema of corporate governance in the comparative conventional and Islamic 
perspectives is shown in Figure A3.1. 


Figure A3.1: Comparative Views of Corporate Governance: Islam and the 
Other Perspective 


Rationalism and Rationality as the Episteme = Tawhid as is Episteme 


Shari'ah Board as 
Ultimate 
Governance 


Shura: General 
Participation; 
Independ. Sharaholders' 
Directors Participation; 
Community 
Participation; Minimal 
Regulation needed 
except Reproduction 
of Knowledge and 
Control 
Social Wellbeing: 
Testing Unity of 
Knowledge according 
to Shari'ah Rules; 
Determination of the 
IIE Process 
Complementing 
Private and Social 
Goals. 
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Conventional Perspectives of Corporate Governance 


The conventional perspectives of corporate governance are summarized as 
follows: In the non-Islamic case, the epistemology of the institutional governance 
process in connection with the socio-economic objectives is based on the 
rationality assumption of maximization of shareholders’ wealth. The entire tenor 
of corporate governance is driven by and oriented towards this singular private 
goal. The principal-agent problem looks after this sole objective from the level of 
the Board down to the level of the shareholders and clientele and upward by the 
same kind of reinforcing feedback. In Figure A3.1 the two-sided arrows indicate 
such feedback relations. The Board's preference behavior is governed by this 
rationality goal based on profit seeking by economic agents. All institutional 
policies both within the corporation and outside it are designed to authorize this 
ultimate rationality based goal, Action and response in corporate governance flow 
from within and with the market venue in reference to this foremost goal, 


Consequently, the neoclassical principle of gross substitution with only 
weak and short-run complementarities between social and private interests can 
prevail. This is a methodological conclusion rather than a statement. The result of 
the marginal substitution postulate of resource allocation underlying corporate 
governance thus gives rise to information asymmetry between the social and 
private domains. Thereby what otherwise should be the broader goal of wellbeing 
of the community are not substantively addressed (Lazonick & O'Sullivan, 2000). 


The human resource development, preference formation and consequent 
management of the entire organization undertaken by the Board, Management, 
Employees and Shareholders are driven by the above-mentioned kind objective 
erterion in a competing environment. Consequently, the market forces are self- 
organized according to this kind of preferences and organizational preference 


Technical Appendix to Chapter 3 87 


behavior Markets are not benign domains of exchange Rather, they represent 
exchanges of social contracts that are developed within institutions and carried 
through all organisms including markets by the preferences of the agents involved 
in institutional decision-making 


Circular feedback does exist in remforcing the rationality and wealth- 
maximization preference behavior of the principal-agent relationship in corporate 
governance. But such a feedback is weak in the social context. Consequently, the 
conscious shareholders or the community clientele can get marginalized in their 
social preferences. Thereby, shareholders fail to become effective stakeholders to 
play a socially active role in terms of maximization of the shareholders’ wealth by 
the principal-agent methodology of corporate governance 


With the above features for the conventional case, corporate governance 
can be defined as a decision-making mechanism to improve a firm’s future 
performance over the past performance by intensifying the interrelationships 
between shareholders, board members, management and directors for the goal of 
maximization of the firm's value as measured by the value of the shareholders’ 
stock of wealth (Jensen, 1993) 


The Islamic Perspectives of Corporate Mutuality 


The above-mentioned approaches to corporate governance are substantively 
altered in the Islamic case. The Rationality episteme is opposed and is replaced by 
the episteme of unity of divine knowledge, Tawhid, in terms of its functional 
perspective working through the Shan‘ah This premise is used to develop 
guiding rules of participation and shanng in the cost, profit and nsk of joint 
ventures. Participation across inter-systems and intra-system being the ultimate 
structure of the Mudarabah-Musharakah and similar co-operative ventures, the 
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shareholders become active participants in the decision-making process. Thus, 
they turn out to be conscious stakeholders besides being dormant shareholders. 
The ultimate objective criterion of the Shari'ah Board and the constituent 
Shuras of groups of particypants ts to simulate the social wellbeing function for 
social welfare along with individual wellbeing rather than maximize shareholders’ 
wealth alone. This ts not a mere altruistic goal. It 1s driven by the logic of mutual 
interest. In this way, the social goal becomes strongly complemented with the 
private goal, reflecting in this way the working of the principle of 
complementanties between the diverse (x,P)[8] vanables, as explamed in the text 
of this chapter with regard to the ITE-process or the Shuratic Process. The circular 
feedback causation relationship as in the IIE-process of the Shuratic Process is 
thus a strong case of corporate mutuality rather than unwanted costly corporate 


governance in the Islamic case 


CHAPTER 4 


THE QUESTION OF LIQUIDITY 


Background on Bonds, Shares, Money and Liquidity 


The question of liquidity has to do with the ease and speed at which financial 
papers can be converted across the counter into liquid asset. Central banks use 
open-market operations to buy back bonds and thus create an equivalent quantity 
of money On the other hand, the liquidity proportion between bonds and money 
held is determined by the central bank's policy to stabilize the economy from 
inflation, exchange rate volatility and debt financing of public projects Such a 
proportion between holding bonds and money ts also used to strike a balance 
between fiscal and monetary policies pursuing the trade-off goals of taxation and 
unemployment (Kenen, 1985) The power of monetary and fiscal policies as 
stabilization instruments fade away if the liquidity is based on the convertibility of 
short term bonds across the financial counter. Such sales of short-term bonds 
based on speculation between bonds of variable maturity and between holding 
cash and bonds, generate volatility in the stock market, which the monetary and 
fiscal policies cannot stabilize because of the movements in the short run interest 
rates. In recent times it is the short run interest rates that have caused the 
speculative bubble of the world capital market turbulences and caused a build up 
of portfolio savings that increased the short-run liquidity of these mstruments by 
their capability to be converted with ease and speed 


It now remains to be questioned whether the ease and speed of converting 
financial papers into liquidity 1s altogether an advisable process for the goal of 
economic stabilization Contrarily, if the liquidity is to be controlled by means of 
altering the relationship between demand and supply of bonds and the demand 
and supply of money, then one has to link money either with long-term bonds or 
common stocks and shares 
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Term Structure of Liquidity 


In the case of long-term bonds the money-liquidity problem is not altogether 
solved, for the long-term interest rate can be understood as the equivalent of a 
term structure of short-term interest rates This means that a long-term bond raises 
its interest-based income by revolving around short-term rates to maintain the 
liquidity needs of the long-term project 


If bonds are replaced by common stocks or shares the money-bond 
equilibrium relationship changes That is because the volume of common stocks 
or shares held ts a function of the rate of return, t, which has a positive 
relationship to the price of the common stock or share, that is to the amount of 
investment in these On the other hand, the rate of interest, 1, 1s inversely related 
to the price of bond Besides, r and i move oppositely, Now if r increases 
relatively to 1, share prices (i.e investment) increase more than bond prices, 
Money supply increases corresponding to a lower interest rate But at the same 
tume, relatively lower bond prices are expected to cause a buoyant bond market 
Hence there is contradiction in the simultaneous existence of more money and 
more bonds. Contranly, the active share market could absorb the increased 
quantity of money Thereby bonds are liquidated into money and thereby 
converted into shares. The relative increase in the (n/i) ratio transforms the 
economy from a liquidity-prone one into a money-share linkage form. 


The function for liquidity or money in cash-balances, L, is now given by, 


LeL(r, B.S)) (41) 


With, dL/d(r/i) = OL/eXnt) + (OL/OB) (AB/d(rt)) + (OLJOS,) (dSw/d(n/i)) (4.2) 


Liquidity 1 


The signs of the nght-hand side terms are individually positive for the following 
reasons 


OL/(r/i) > 0, for more bonds are cashed off as i is lower than rand vice-versa 
{AL/0B) < 0, for liquidity and bondholding move oppositely 

dB /d(1/1) < 0, for bond prices tend upwards as i declines relatively to r 

Thus, (OL/7B) (dB/d(r/i)) > 0 

(AL/AS,) > 0 for bond liquidity ts converted into shares when f/i increases 
dS,/d(r/i) > 0, for shareholding increases with r/t increasing 


Hence the net result of all such movements ts to make di/d(r/i) > 0 over all the 
movements between bonds and shares markets as shown here 


The Interrelated Movement Between Bond Liquidity, Money and Shares 


We now note the interrelated movements of resources in the three markets in 
Figure 4.1 


(1) In the monetary sector, L. increases with (r/i) decreasing (2) In the bonds 
market, quantity of bonds decrease as prices increase with a relative decline in I 
leading to a convertibility of bonds into L. (3) Pure shares market prospers by 
attracting the liquidity obtained from converted bonds and their redirection into 
the higher rate-eaming shares market. ‘ss’ denotes the locus of equilibrums in the 
shares market 
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re demand and supply 
move together when a 
matching link 1s 
established between the 
quantity of money and 
quantity of shares held 

M 


bonds  O increase in the 
decrease quantity of liquidity 
shares increase 


Figure 4.1; Movements Between Bond Liquidity and Shares 


The positive linkage between money and common stocks or shares and the 
negative relationship between shares and bonds, and between liquidity and bonds 
establish a very umportant message on the money and real economy linkage The 
relations here pomt out that shares form the financial medium to mobilize money 
into the real economy and bonds like savings withhold the money circulation from 
the real economy. In the conventional capital market shares and bonds are hybrid 


In the Islamic case resource mobilization of both the financial and 
productive types, as recommended by the Shan'ah, establishes the linkage 
between the money and real economy. This is the surest way of phasing out the 
Tegime of interest rates and replacing it by the profit-loss sharing rate in a 
participatory economic and social framework of economic co-operation. 


Likewise, the phasing out of interest rates establishes the regimes of 
entitlement and empowerment for all by mobilizing resources at all levels of the 
economy and society and bringing the small and large entrepreneurs into a social 
bond. In the development sense dynamic life-fulfilling regimes of goods and 
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services are promoted. Appropriate technological change in the life- fulfilling 
regimes that connects assumes an endogenous ethical process interlinking markets 
and institutions. Economic stabilization is characterized by prices stabilization in 
accordance with the dynamic life-fulfilling goods and services. Risk and cost 
diversification are linked with production diversity and increasing shareholding 
participation along with stakeholding in the enterprises, 


Sustainability of Transformation in the Islamic Money-Real Economy 
Linkage 

Sustainability is seen as the result of the continuity of the unitary linkages along 
the following chain of causality. For the definitions of the symbols see Chapters | 
and 2, The italics within brackets point out the epistemological derivation on the 
subject matter from the Qur'an. 


[Tawhidi epistemology of unity of knowledge, Q-+S] + (43) 
(Principle of complementarity between money and real economy across diversity 
of productive and wellbeing activities ax derived from the worldview of unified 
relations of the Qur'an} 


[discourse mechanism to discover the rules of (4.3): moral and ethical attributes 
and socio-economic rules: determination of knowledge-flows from (4.3), (8) 
followed by consensus on the rule of action from the discursive responses} 

(44) 
(The Qur‘anic medium of the Shura of the enterprises discussing how to devise 
asset-backed money in relation to a productive basket of goods ar the Gold- 
backed Dinar as a sign of money-real economy unified linkage} 


[determination of diverse possibilities through (4.4) for inducing ethicized 
institution market transformation and learning there from: knowledge-induced 
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socio-economic relations, vector of knowledge-induced and unified socio- 
economic variables X(@)}—> (4.5) 
{The development of asset-backed monetary standard and organizing the 
monetary system according to the 100 per cent reserve requirement; developing 
the framework and application of the 100 per cent reserve requirement monetary 
system to aunified system of inter-sectoral productive activities; developing the 
financing instruments revolving around Mudarabah and Musharakah system of 
co-operative financing under profit-loss sharing as the mechanism to replace 
interest-based transactions) 


{evaluation of the experience of (4.3) and (4.4), that is relating to the previous 
determination of @,X(8)) to the principle of complementary relations across 
diversity as the sign of the Tawhidi unity of knowledge in the Islamic political 
economy] —> (4.6) 
(The central goal of wellbeing as the Qur‘anic criterion of unity of knowledge 
among the critical variables including growth, development and distribution to 
which all the organization and processes of the money-economy linkage must lend 
themselves to} 


[evolution of the knowledge-inducing Shuratic Processes until Akhira, thus 
proving the closure of the Islamic process methodology of knowledge formation 
and its induction of the market- institution interaction and integration as the single 
unique praxis] > (47) 
{dynamics of the above-mentioned process in deriving higher degrees of 
knowledge of the Tawhidi praxis of unity in the money-real economy unification 
and applying it to dynamic lifefulfilling regimes of goods and services with 
money as he instrument in this behavioral, real economic, development and 
institutional transformation} 
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[continuity of (4.3}(4.6) for newer phases of the institution market interaction: 
Shuratic Processes ad infinitum: sustainability of the endogenous ethical 
transformation of market- institution realities by the Shuratic Processes)» (4.8) 
{sustainability of the above-mentioned processes to give impetus to an ummah 
wide transformation of the monetary system and its productive and wellbeing 
linkages with the real economy. This would lead to the common Islamic currency 


area and economic union} 


See Chapters | and 2 for details on the process described by (4.3}-(4.8). 
For the particular case of money-real economy linkage as a practical example of 
the Tawhidi unity of knowledge in this system attained by means of the defining 
epistemology and the Shari‘ahrecommended instruments, we have shown in 
italics against (4.3}(4.8) only a few of the steps that are expected in the moncy- 
real economy linkage in the Islamic economic and financial transformation. 


The Liquidity Question and the 100 per cent Reserve Requirement Monetary 
System 


Our arguments working up to the expressions (4.1}-(4.2) have shown that money 
and shares of common stocks are directly linked, whereas bonds are oppositely 
linked with liquidity, This conclusion leads to the foundation of the Islamic theory 
of monetary and monetary policy with which the liquidity question is intimately 
linked (Choudhury, 2001b), The directly positive interrelationship between a 
share economy and the quantity of money held in cashbalances as liquidity 
implies a close money and real economy linkage. This is the idea of financial 
resource mobilization into productive resources to generate social wellbeing out 
of the close moneyrea! economy unification. In this the principle of pervasive 
complementarities with diversity of possibilities applies as opposed to the 
marginal substitution principle exemplified by the trade-off between bonds and 
liquidity as cast- balances. 
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Furthermore, savings in the macroeconomic sense as opposed to the 
productive activity of resource mobilization now becomes a withdrawal from 
economic activity and a leakage. All kinds of savings are included in such 
withdrawal. Personal saving is a withdrawal from potential consumption in the 
Shari‘abrecommended outlets, Business saving is a withdrawal on potential 
Shari'ahrecommended investment. Public saving is a deterrent to the market 
transformation of the economies under the guidance of the Shari'ah. This 
Statement is extended to the open economy with international trade. 


The argument made here is that the national income net of household and 
capital consumption, with government being included in this activity, leaves a net 
national income that can be mobilized by the economic agents through financial 
and investment institutions, Such a resource mobilization is carried out by means 
of Shari’abrecommended development financing instruments, Thus holding of 
Mudarabah, Musharakah and similar instruments involves an immediate 
circulation of the financial resources into the share economy to support real 
economic activities. Such kinds of certificates reveal a rate of return out of 
Shari ‘ahrecommended productive activities, 


Saving on the other hand, denotes a purchase of paper moncy as a 
commoditized good with a price paid on it for holding money as commodity, As 
long as this money stays in the liquid form the financial retum paid for holding it 
is the rate of interest. This is a continuous episode of withdrawal from potential 
resource mobilization (spending) as long as savings are diverted into the holding 
of money as commodity with its price of interest, The constancy, variability and 
different kinds of interest rates do not alter this argument of the fundamental 
difference between saving and resource mobilization as opposite productive 


activities. 
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The result of a competing conflict between liquidity and shares as a 
complementary group on the one side and bends and saving as another 
complementary group on the other side, is to segment the markets into two 
competing sub- markets. These segmented markets are the financial, monetary and 
goods markets on the side of the complementary relationship between liquidity 
and shares and productive activity. On the other side, there is the market for bonds 
and savings in financial papers. Like all markets we have competing prices here 
that form the relative price r/i, which was used in the expressions (4.1) and (4.2) 
and Figure 4.1. 


The Problem of Characterizing the Production Mem Between Goods and 
Financial Papers 


If we are to accept and use the above arguments in the General Flows of Good 
and Services we obtain quite a conflicting picture on the productive flows. The 
contentious issue is that in contested and segmented markets between financial 
Papers appearing from the side of saving with a rate of interest and of productive 
assets appearing from the side of the real economy, there is only one clear 
definition of the production menu. That is, the use of productive factors only 
generates productive output. On the other hand, there is no discernible production 
menu for the ‘bundle’ of financial papers that exist alone in competing and 
segmented markets of their own. The story is the same as the unproductive menus 
of the service sector where no production menu can be defined. This problem of 
inadmissible productivity indicator in the financial sector is reversed though when 
the financial papers are linked with the liquidity situation and the real economy 
This happens in two ways as mentioned earlier: Convert the bonds into liquidity 
and change them with shares, and convert saving into resource mobilization at 
every point of time. Thereby, continuous and pervasively systemic 
complementary interrelationships are established and newer possibilities 
developed with the evolution of the systemic unity of knowledge 
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In the dichotomous segmented markets of saving and resource 
mobilization the problem of well defining the production menu spills over into the 
factor markets and affects the definition of productivity. In the absence of a well- 
defined production function in the market for financial paper with reduced linkage 
with the real economy, we do not have a well-defined derived demand for 
relevant factors of production. Consequently, there is no well-defined productivity 
indicator. 


So we may ask, how does the IT (Information Technology) sector measure 
its output, factors and productivity? This is done by dichotomizing the low of 
revenues of the IT between the real economy and the capital market. Productivity 
in the first part has remained steady, whereas the second part has been adversely 
affected by volatility in the over-invested [T sector searching for financial returns 
in the absence of a productive link. This phenomenon in fact caused the 
speculative bubble that crashed the IT financial sector, The result was worldwide 
layoff of workers in the unproductive area of the IT sector. We note here that the 
total production menu between the productive and financial sectors of the IT 
industry being undefined, such a hybrid production menu could not reveal the true 
productive indicator of the IT industry. 


Flaw in the Time-Dependent Saving -Equal-to-Investment Argument 


Why do we say that saving is a perpetual withdrawal although it is argued that 
SAVings convert into investment and spending in course of time’? The fact of the 
matter is that saving like spending occurs at each and every moment of time in the 
onward life of the economy. In this context we formalize as follows: 


Let Yo denote GDP at time t = 0,1,2,... ; s denote saving ratio at time t = 
0,1,2,...; g denote a constant growth rate of GDP at time t = 0,1,2,... 
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Disposable income after saving at time t= 0 is Yo(1-s), which increases to 
national income Y\ at time t=1. Y; = Yo(1-sI+g). Likewise, Y;~Yo.( +g)" (1-s)'. 


Now consider, JY,/0s = -tYp.(1+g)'(1-s)"! <0 (4.9) 


AY /g = tYp.(1-s)'(1+g) "' > 0 (4.10) 
only due to the positive effect of g but dampened by the negative effect of 
s. 


The results (4.9) and (4.10) remain true irrespective of a moment of time 
and in the continuous sense, Besides, the argument that a higher volume of 
savings would grow into more resources for investment in the future contradicts 
the fact that at any moment of time that volume of savings is a resource 
withdrawal. That amount of potential resource could otherwise have been used to 
perpetuate economic growth and thereby development and social wellbeing. 


One needs to understand here how the epistemological groundwork of the 
spending versus saving paradigm has been derived in the above case. This might 
appear to be implausible in the face of the worldwide acceptance that savings 
promotes economic growth via capital formation and that interest rate is thereby a 
good thing for economic growth in the Jong run through its influence on the 
growth of resources raised by savings. Development finance institutions around 
the world have been flagging this recommendation. 


Islamic banks do not understand the conceptual difference between the 
concepts of savings and resource mobilization (spending), When they mobilize 
their funds around certain secondary instruments such as LIBOR (London 
Interbank Borrowing Rates) and government bonds, the religious approvals 
(Fatwas) have misled them in the wrong directions. Besides, economic textbooks 
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that are all centered in the study and application of Riba (interest of all kinds), 
argue that high volumes of spending brings about inflationary regimes. Yet 
against all these non-Islamic and current Muslim beliefs is the injunction of the 
Qur'an on trade against interest, There is not a single verse in the Qur'an that 
promotes saving in the sense we understand it in macroeconomics. ‘Islamic 
economists’ argue that verses of the Qur'an calling for spending in moderation 
and forbid waste (Israf) are indication of the savings postulate, Yet these verses 
have nothing to do with saving in the macroeconomic sense. Rather, they point 
out the attributes of balanced behavior that must form the preferences underlying 
spending and use of resources in responsible ways without causing waste. Such 
preferences are inculeated owt of the knowledge and discursive approach in the 
construction of regimes of dynamic life- fulfilling goods and services according to 
the mode! of plenty, felicity and human ecology in the Qur'an. 


Such guidance forms the goal of a moderate and conserving society living 
according to the Shari'ah. After all, why would one save and what would be the 
incentive to save in the face of spending in moderation? If the Islamic answer to 
this question is assigned to the role of rates of returns based on profitability and 
productivity enjoyed from the good things of life (Shari’ah-recommended) then 
there must be direct link between such resources and the real economy. This is 
our definition of resource mobilization. Thus, if we assign dual and conflicting 
roles to money as savings and spending as resource mobilization, then the rate in 
savings must be the rate of interest. 


Some Islamic scholars would like to equate the Qur'anic story of Prophet 
Yusuf who interpreted a dream in which seven fat cows were devoured by seven 
lean ones and seven green ears of corn and seven withered ones (Qur'an, 12:46), 
with the act of saving. Though this narration is taking stock of unforeseen 
eventuality to wade off a stricken future, there is no mention of financial valuation 
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of a futures trade in terms of the harvest of the seven years of abundance that were 
saved for seven years of famine to follow. There was no accumulation involved in 
this stock taking based on future prices of the hoarded grains Thus the issue of 
financial saving future speculative gain is not invoked in this theme of stocktaking 
of fungible Rather, this concept of hoarding equates with the Qur'anic precept 
that forbids consumption in waste (Israf) The same principle was practiced by the 
Prophet Nuh (Noah), who saved pairs of species for their future productive 
function multiplying into many after the great flood (Qur'an. 23:27) 


The difference between the concepts and consequences of resource 
mobilization and savings in relation to the direct linkage between liquidity and the 
real economy cannot be understood without the epistemological reference to the 
Qur'an. On this matter it 1s the Qur'an that enlightens our reasoning process first 
by a textual reference to the complementary nature of the universe, the paired 
universe of the Qur'an (36:36)). The Qur'an then presents the human ecology and 
felicitous model of wellbeing. It then offers the medium and instruments of 
Participation, discourse and sustainability of such a paired universe of life- 
fulfilling things (oppositely the corrupting things of life). 


Such a discursive medium 1s the Shuratic Process, It remains embryonic in 
all things with or without the conscious human presence The principle of 
complementanties across diversity in the paired universe along with its dynamic 
evolution (Khalq in-Jadid) in the framework of systemic painng, which we 
referred to as the Tawhidi systemic understanding of unity of knowledge, is the 
most powerful foundation of the Islamic worldview. This becomes the functional 
praxis for all forms of explanation On the theme of liquidity, money, finance and 
the real economy it is this epistemological groundwork that establishes the 
principle of pervasive complementarities across diversity of sectors, instruments 
and development possibilities for human felicity 
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This last point is to set the Islamic criterion function as the social 
wellbeing function for the simulation of degrees of progressive unity of 
knowledge attained during the process of knowledge-induction and evolution in 
the context of a monetary umon with the real economy. Economic growth is a 
component of this wellbeing perspective, not a goal in rtself It 1s no wonder that 
after several decades of promoting growth for its sake (Mishan, 1977) the World 
Bank and the UNDP are now thinking about poverty-centered growth, entitlement 
and empowerment, participation and multidimensional critenon function of 
“wellbeing” (UNDP, 1997, 1998, 1999, 2000) 


The Substantive Nature of the Difference in Concepts Between Resource 
Mobilization and Saving 


Is the difference between the concepts of resource mobilization and saving as 
used by the Islamic banks and development financial institutions a substantive 
one of mere semantic? As mentioned above the substantive nature of the 
difference between the two concepts have Jed to the flotation of liquid funds of 
Muslim savers in LIBOR (London Interbank Borrowing Rates) markets and 
government bonds, The argument made is that governments do not raise miterest 
incomes from the sale of government bonds and they retum a profit share to the 
public at large from the productive use of the bond money. Likewise, it is argued 
that the London Interbank Borrowing Rates do not speculate in the market venue 
to directly affect interest transactions. 


There can be nothing farther away from these flaws in Islamic economic 
thinking. Governments raise funds by issuing bonds to finance deficit budgets and 
mega projects, The result is deficit financing, which leads governments to borrow 
nationally and internationally and get into both unproductive, unaccountable 
projects and national debt servicing. Govemments in the Middle East who have 
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taken up this mode of financing their deficits by government bonds are found to 
be autocratic role players in political, social and economic matters 


Contrarily, such governments should have become participants and 
allowed for individual participation in the guided market venue according to the 
Shari'ah. Interbank loans determine the flow of funds between nations. Such 
funds pursue short-term capital bulge (over a trillion dollars a day!) caused by 
short-term interest rates in such capital movements. The volatile movement of 
short-term liquidity around the world today is a major cause of financial 
instability, of market domimance and unproductive spending in financial papers 
The worldwide boom of portfolio investments has not helped the developing 
economies in general and the Muslim countries m particular to spread that 
financial resource over the grassroots and to bring about poverty alleviation, 
entitlement and empowerment through market-friendly productive participation 
by the poor and deprived. Social wellbeing and human development have not 
been achieved by such speculative short-term portfolio investments 


The liquidity position of the Muslim countries has increased tremendously 
by the increase on the liability side Savings in the form of government deficit 
financing and portfolio investments in the form of short-term capital could not be 
used in stemming the heightened tide of debt burden and debt servicing. We have 
argued above that the role of liquidity in Islamic development financing is to link 
it up with the real economy and to bring about extensive complementarities across 
diversity between markets, opportunities, agents and institutions at all levels. This 
is the sure way of spreading and diversifying cost of production and risk across 
product diversity and number of shareholders for realizing a producuve and 
participatory social and economic transformation 
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Methodological Flaws in the Study of Liquidity, Money, Finance and the 
Real Economy in Islamic Economics 


In the end, we have a sory prevalent state yet a better prospect to point toward 
The deepening entrenchment of Islamic economics as an intellectual study in 
neoclassical economic theory caused an intellectual poverty in Islamic thinking 

The Islamic banks and development financing institutions either relied on such an 
Islamic economic perspective or were oblivious of the necessary policy-theoretic 
understanding of the relationship between liquidity, money, finance and the real 
economy for purposes of attaining the simulative goal of social wellbeing in a 
progressive transformation of the Ummah, the conscious world nation of Islam 

Neither of these mtellectual and practical developments projects a movement of 
the Muslim World today toward Ummatic transformation (Choudhury, 1998), 


Yet after such flawed developments for the last sixty years or so among 
“Islamic economusts’, the positive picture is that the legacy of the Islamic world- 
system pronounced by the Islamic epistemologists of the Islamic scholastic era 
are with us today. We also find in the world of deep scholarship the reign of 
neoclassicism 1s fading away (Sen, 1987,Myrdal, 1989), being unable to answer 
the complex problems of interaction, global ethics and sustainability in which 
humankind has entered. (Commission on Global Govemance, 1995). Staniland 
(1985) refers to this reversal toward the study of interactive phenomena, as 
exemplified in this chapter by the painng nature of interaction between liquidity, 
money, finance and the real economy for the purpose and being guided by the 
unity of systemic knowledge that ts organized by the simulative conception of 


social wellbeing 
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The 100 Per Cent Reserve Requirement Monetary System 


This message of the circular causation linkages is also the substance of the 100 
per cent reserve requirement monetary system. Islamic banks can take stock of 
such developments to configure a segmented private sector that can be governed 
by such a mode! of the asset-backed money. 


What is the 100 per cent reserve requirement monetary system? In the 
conventional banking mechanism of multiple credit creation the total deposit, D 
of a commercial bank is divided up between a statutory reserve, R that must be 
held in the central bank and an excess reserve, ER that is loaned out between 
commercial banks and customers according to the demand for liquidity. 


Hence, 
DeR+ER (4.1) 
Now with r denoting the reserve ratio set by the central bank we obtain, 
RerD; ER «(t-r)D. (4.12) 


Thereby, the new moncy, dM in the economy created by multiple credit 
creation through the flow of interbank loanable capital is given by dM = dDir 
This simple expression shows that new money is compounded by interbank 
deposits and is inversely related to the statutory reserve ratio. The statutory 
reserve ratio can be taken as a control variable used by the central bank in the 
creation and contraction of money supply. Consequently, the control of r affects 
the excess reserve ratio and thus the power of commercial banks in creating 


money 
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In the above case, since the concept of monctary aggregate is seen in the 
midst of money demand and supply caused by the central bank and commercial 
banks and thus bring about the general demand for moncy, therefore, a money 
market must exist. Such a market transaction in money as a commodity 
determines the price of money, which is the rate of interest, i. Consequently, we 
write the relation, M = M(i,¥), ¥ being the output, real or nominal, and hence, M 
and i are real or nominal accordingly. The same argument can be made for 
deposits, D. That is, D = Dii,¥), 


We have explained above that resource mobilization and savings move 
oppositely because of the disparate and opposing nature of the rate of productive 
return, r, and the rate of interest, i. The latter comprises all kinds of rates, since we 
can convert any rate to its term structure and real rates are determined by nominal 
rates and the rate of inflation. 


In the language of 100 per cent reserve requirement monetary system Y 
prevails over i, The implication then is that the function of money is understood 
simply in terms of its relation with Y in the expression, M = M(Y). This 
expression can be further extended by including a rate of return, 1(.) on Y as a 
function of its price p, say rip). Now, M = M(Y,r(p)). r and p are themselves 
imteractively paired across diverse markets and projects, that is these are 
individually combined into indexes. 


The Nature of Money in the 100 Per cent Reserve Requirement Monetary 
System 


What is the function of D in expressions (4.11) and (4.12) in the 100 per cent 
reserve requirement case? D is simply M itself. Consequently, in the multiple 
credit creation multiplier, r = 1. Commercial banks now lose their function to 
create money independently through the interbank flow of excess reserves. The 
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central bank holds the stock of money to provide to commercial banks in response 
to the need for M to finance Y, which reflects real economic activities Such a 
matching between money and the real economy makes money a financing 
medium for generating Y. Such an instrumentation of money is generated by a 
stock and flow of currency instead of by paper money and promissory notes, 
which play the central role in the interest-based fractional monetary system 


The concept of money as a store of intrinsic value has been removed from 
what it ts im the case of paper money to its transformation into currency for 
financing the real economy. The real value of money now ts reflected in r(p), 
which is positively related with Y in the sense of steady-state economic change 
But rp) ts caused by real economic transactions. Thus money ts generated and 
contracted according to demand and supply relations in the real economy 
Monetary aggregates cease to have demand and supply relations, as would 
otherwise be the case in money market. Money thus ceases to be a medium of 
exchange in the money market It simply reflects the value of real economic 
transactions. The stock of money is then equal to the value of total spending m the 
economy-wide sense. 


We have so far shown the relationship of money to real economic 
transactions, We must next understand the reverse causation from real 
transactions to new money, This is a matter of economic growth and asset 
valuation Since r{p) is now seen to drive economic transactions causing steady 
change in Y, real assets increase in value along with Y Consequently, more 
money is needed to assign that increased asset value. The central bank produces 
and provides fresh stock of currency, M’ to match the needs of increased 
valuation of real assets 
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Formalizing the Money-Real Economy Relationship in the Epistemological 
Sense 


According to the methodology of the IIE-process, equivalently the Shurane 
Process, which were referred to in expressions (4.3)-(4.8) and in Chapters | and 2, 
the circular causation between money and real economic activity is expressed as, 
M — Yir(p)) —* M’ - ete. The connector between these causal relations is the 
endogenous relationship between money and the real economy. This causality is 
further defined by the inner endogenous interrelations within the real economy 
and between the institutions of money and socio-economic development. 
Endogeneity is pervasive in this systemic framework We refer to the pervasive 
systems of endogenous interrelationships as unificanon of knowledge of the 
economic, monetary and social systems (Choudhury, 1997) 


Such a system of endogenous interrelationships ts realized by means of 
appropriate financial instruments, not without them They are instruments that 
promote the endogenous connection between money and the real economy. Thus 
the steady increases in r(p), and thereby in Y and M, replace the rate of interest 
The financial struments are therefore those that promote real economy 
participation and thereby replace interest rate transactions. 


An immediate deduction from this kind of a function of the financial 
imstraments and the endogenous money-economy interrelationships 1s that 
spending, which is resource mobilization in socially acceptable real outlets, 
replaces bank savings, which are mevitably driven by the rate of interest in 
relation to the monetary aggregates. In the usual terminology, transaction demand 
for money MI is devoid of interest rate. The savings components of monetary 
aguregate M2, M3 and higher ones are functions of spectrums of long-term and 
short-term rates of interest distributed over financial portfolios (Friedman, 1987). 
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We have now derived further implications from our 100 per cent reserve 
requirement monetary system, The stock of currency held and provided by the 
central bank to commercial bank for performing its function relating to real 
economic activity is strictly that which circulates in the economy as MIL. Hence 
this quantity of money as currency cannot be spread over the portfolio of financial 
assets with different rates of interest, as is the case with the equation of exchange 
in quantity theory of money. For this reason it is found that the quantity theory of 
money has not accepted the 100 per cent reserve requirement concept (Block, 
1999). 


The financial instruments of endogenous money-real economy 
interrelationship are particpatory ones with socially acceptable meaning The 
above-mentioned explanation equates all interest based transactions with socially 
unacceptable outlets. Our explanation equates money with the value of spending 
in morally acceptable outlets that generate pervasive participation and wellbeing 
in the systems sense as the goal of resource mobilization, Such instruments are 
edicts derived from the episteme of unity of knowledge, which in tum is 
translated into world-systems by a unique understanding of the unity of 
knowledge between the human agents of participatory institutions and also in 
terms of the interactive relations between the human mind and the understanding 
of the interactive and integrative systemic functions of world-systems. Institutions 
and instruments thus combine together to develop and disseminate the unity of 
knowledge across all sub-systems of world-systems. One such sub-system 
endogenously linked with the other ones with which it interrelates is moneyreal 
economy dynamic. 

In the light of the unitary linkages established between moncy and the real 
economy to bring about social wellbeing as explained by the steps (4.3}(4.8) we 
formulate the following moneyreal economy model in the light of the Tawhidi 
worldview. 
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Simulate jo, W = W(8,M( 6), ¥ (8),1(p)[8},P(8)) (4.13) 
Subjectto, — M(8) = (@Y(8).r(p)[0},P(8)) (4.14) 
Y(8) = §(8,M(8),r(p)[8},P(8)) (4.15) 
rip){8) = §(8,Y(6),M(6),P()) (4.16) 
P(8) = &(8,¥(8),M(8),1(p)[8]) (4.17) 
6. = 6(6.,¥(6.),M(8.),r(p)[8 (4.18) 


1ip){ 8} means the 6-induction of the yarubles r and p. 


{8.} denotes recursive knowledge-flows formed endogenously in relation 
to the past knowledge-flows [@} and the corresponding knowledge-induced 
variables, as shown. The recursive interrelationships among the variables explain 
the circular causation feature of the IIE-processes. The momentarily limiting 
evoluhonary equilibrium vanables as indicated by 


Z* =| W*,M*(8*), ¥*(8"),1°(p*)[0"],P*(8*)}, 


corresponding to consensual (integrative) knowledge-values {@*), evolve under 
the force of creative evolution. Simulated points are denoted by Zvalues and the 
consequential W-values, as shown. 


The mathematical functions denoted by fs and the wellbeing function can 
be taken in the product form, given the elasticity-coefficients for the respective 
variables. Such a choice would agree with the complementary and linked forms of 
the variables in the endogenous system. 
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Interrelationships between Central Bank and Commercial Banks in the 100 
Per Cent Reserve Require ments Monetary System 


Chart 4.1 explains the participatory interrelationships between the Central Bank 
and Commercial Banks to bring about money-real economy linkage. Arrows | 
and 2 denote the flow of the quantity of currency through the commercial bank 
and the central bank in response to real economic transactions. Arrow 3 denotes 
the interbank and other clientele needs of the real economy arising within a 
continuous need for quantities of currency to finance real economic activities 
This amount of deposits belongs to the central bank whose currency stock it is. 
These deposits limit an excess production of additional currency stocks. However, 
suitable mechanisms can be developed between the central bank and the 
commercial bank to efficiently circulate the interbank and other deposits into real 
economic transactions as needed under the supervision by the central bank 
through networking systems. The arrow 4 shows this possibility. Other new 
currency flows needed for financing real economic activities are indicated by 


arrow 5. 


The same mechanism exists in case of an excess demand for a quantity of 
money to finance real economic transactions. The central bank can produce 
additional currency and also use its commercial bank deposits to finance this 
excess demand. In this way, any excess demand is perpetually removed. Thus no 
Price pressure can exist, which otherwise would be caused by a shortage or excess 
of liquidity. 


Since arrows 3, 4 (hence 7,8) represent exact matching of demand with the 
quantity of money to finance such real economic activities, therefore, there cannot 
exist any excess demand or supply of money. Thereby, moncy market 
consequences on prices and real output do not exist, In other words, the growth of 
currency = growth of demand for real economic transactions ~ growth of output > 
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real rate of productive retum. In an economy that moves according to the dynamic 
basic needs regimes of development there would be steady states for these various 


rates, Consequently, the rate of return r(p)[0] = 1(8,p(8)) will stabilize, 


This however requires active functioning of the two levels in the banking 
system, namely, the Shura organization and the co-operative venture relationship. 
Such relationships are instrumental in the knowledge formation of the system. 
Knowledge formation is measured by active policies, performance of co-operative 
instruments and discourse. All of these conditions are accounted for in terms of 
ordinal weights in the @-values. 


Chart 4.1: Institution-Market Interrelationships in the 100 Per Cent Reserve 
Requirement Monetary System: Central Bank, Commercial Bank (Shari'ah 
Bank) and the Real Economy 


Central Bank: Produces and Manages Stock of Currency and Oversees the Money- 
Economy Relationship 


Central bank produces currency stock = Dinar 100,000. Central bank maintains Dinar 
100,000 level by producing residual stock of currency. The central bank can also produce 
stock in view of expected excess dernand for the real economy, 


Reserve ratio = 100 % 


Central bank oversees the money-economy relations in view of economic 
development and social perspectives according to Shanah both for the closed and open 
economy. Hence, domestic and external sector stabilization is part of the overall goals of 
the central bank to guide the allocation of funds. To stubilize the external sector the 
central bank links exchange rate determination to productivity, Consequently, terms-of- 
trade and balance of payments in current and capital accounts are sustained. See below 
for formalization relating to these. 
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Co-operative Venture Relationship between Commercial Bank 
and Clientele in the Real Economy 
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The 100 per cent reserve requirement realizes stability and sustainability 
of the economy in the midst of a dynamic life- fulfilling regime of development 
The otherwise growth-oriented and lifetime cycle of capital accumulation through 
interest-based savings and economic growth are not the goals of the 100 per cent 
reserve requirement monetary system. Such goals cannot, therefore, be pursued at 
the Shura level. 


Conversely, the wellbeing function based on dynamic life- fulfilling goods 
and services becomes the criterion for reading sustainable stability and moral 
worth through the moneyreal economy relationship. The inter-play between 
stages of the institutional organization in view of market realities together 
explains the circular causation model. The relational order is denoted by the 
circular flows of arrows in Figure 4.2. It implies the principle of 
complementarities with diversity. 
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Economic Productivity Relations in the 100 Per Cent Reserve Requirement 
System 


We need to understand the productivity relation in the 100 per cent reserve 
requirement moneyeconomy system. The usual definition of productivity is now 
understood in terms of the underlying knowledge-simulation in the 100 per cent 
reserve requirement system relating to discourses in various levels of the Shura 
and the co-operation between central bank, commercial bank and the real 
economic clientele 


Labor productivity is defined by, pyp(6) = Y(@WL(8), where L is a factor 
input (particulanzed to labor) in the production function that is now of the form, 
Y(8) = F(L,K)[6], so that labor, L, is complementary with capital K through the 
knowledge variable @ that defines the interactive, integrative and dynamically 
evolutionary process describing all relations in the Islamic world-system, Total 
productivity is defined by Y(8), this being distributed between labor and capital in 
a complementary way, so that there comes about increasing retums to scale in the 
production function, On a simplified basis we also note the following production 
relations (Choudhury, 1998); 


Total productivity, Y = [p.(8).L( 8) + px(@).K(@))/2. (4.19) 


The right-hand side of expression (4.19) is a simulated parameter in terms 
of & combination of institutional and market forces. Thus, L(8) and K(@) are 
complementary with respect to the simulation of @-values in the 100 per cent 
reserve requirement sense. These and the aforementioned facts are important to 
keep in view by the central bank at the level of the Shura organization and by the 
commercial banks at the level of co-operative ventures between themselves and 
the clientele of the real economy. 
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In the end we note that in the 100 per cent reserve requirement monetary 
system, wherein the rate of growth currency money equals the rate of growth of 
output with prices and rates of return on assets remaining stable, the utilization of 
factors of production are also complementary in terms of the complementary 
relation between their productivities, This too is a goal in terms of human 
resource development and efficiency that needs to be kept in view by the central 
bank in its planning of the 100 per cent reserve requirement monetary system vis- 
4-vis mone y and the real economic interrelationship, 


The Question of the Currency Numeraire 


Money is defined in terms of a stable numeraire so as to value all spending in 
terms of such a stable currency base in the real economy. The search for such a 
stable currency establishes the definition of the currency numeraire as money in 
the 100 per cent reserve requirement monetary system. 


In the history of bullions, gold has been found to be the most stable asset 
against which currency values can be pegged in the long run trend, This of course 
does not mean that gold has not experienced fluctuations in the commodity 
markets, But when such conditions prevailed they were marked by political 
designs, as in the case of monetizing the paper money away from gold in the 
US.A, when her stock of gold fell to a record low post-World War II and by 
making banks operate on promissory notes that lie behind the mechanism of bank 
interest (Carmacks & Suill 1998), The rise of paper money and its speculative 
nature in the real economy thus caused gold as commodity to fluctuate in prices. 
These cases are exceptional ones with regard to the fluctuation of gold prices on a 
secular trend, Yet over the long haul gold price has remained stable. 
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Therefore, if we accept gold as the standard numeraire backing up a 
currency, say the Dinar, then the following mechanism emerges with respect to 
fixing a relationship between gold and the Dinar currency: 


In Figure 4.2, let A denote the Central Bank; B denote the commercial 
bank; C denote the real econmmy driven by Shari'ah determined basic needs. 


A holds G units of gold, silver or similar stable ‘basket’ of metals as 
numeraire, very carefully selected — not copper coins that drove out gold during 
the Mamluks, not today’s paper moncy (Allouche, 1994), 


B transacts an amount of currency in terms of this gold numeraire to 
assign value to real transaction, X, in E. These are dynamic basic needs 
(substantive term, see Chapter 2). The assignment of the numeraire value to one 
unit of currency js done in terms of basic needs. 


Thus, an amount of gold, G in A = value of certain numeraire basic needs 
(Choudhury, 1992), During the times of the Prophet Muhammad (SWA) this 
numeraire was set in terms of mustard, barley, dates etc. ie. mithgal, danag etc. 
{see Allouche 1994). Hence, if xquantities of such basic needs are valued in the 
country as a whole the ‘weight of the currency in gold" is equivalent to that, 
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Figure 4, 2: Fixing gold-backed currency value in the 100 per cent reserve 
requirement system 
In the light of the forgoing arguments we write, 


1 currency value = (1 fractional unit of gold).{x-quantities of selected numeraire) 
= x gold-numeraire in value. 


For C-units of currency, C.x gold value in terms of the basic needs numeraire. 


Now while G is held by A, C is produced at A and supplied to B according 
to the value of transaction in C (real economy). Say, X-quantities of real goods 
(Shari'ah approved) at exchange prices, px quantity of Islamic Dinar (just a term). 
Thereby, the currency value of px.ID = [px. (units of gold in terms of basic needs 
numeraire)], giving px/C units of currency of px/G as the exchange price in terms 
of gold as fractioned for currency determination in terms of the basic needs 
calculation. 
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Let, f, , ig ~ ABC, i @ j, denote the relational ows of money in 
reference to the Shuratic form of participatory interrelationship (thus double- 
arrow) that regenerates in the tripartite relationship for determining the quantity of 
money a§ currency to support spending. Money is therefore the value of total 
spending given by (px/G).X. This is the same as the units if currency multiplied 
by the quantity in transaction = (C*-units of currency) x (X units of dynamic 
basic needs). 


The social wellbeing effect is transmitted throughout the complementary 
interrelationships generated by these mappings. The social wellbeing function is 
denoted by, W = W(X,M)[6]. M is money as spending; @ is knowledge attained 
by discourse as shown by mappings among the agents and tetween M and S. 
Hence the derived relations exist between X and M, as SW is continuously 
simulated by @-values. 


A Case Study: Monetary Transformation in the Master Plan of Shari’ah 
Banking Development in Indonesia 


Recently, Bank Indonesia has charted a plan for Shari'ah banking as part of its 
extensive plan on Islamizing the banking system. In one of its proposals in this 
respect Bank Indonesia has presented a master plan shown in Figure 4.3. We will 
critically evaluate this master plan in the light of the interactive, integrative and 
evolutionary (IE) model of circular causation of unity of knowledge as explained 
earlier with respect to moneyreal economy interrelationship within the complex 
of relationship involving central bank, commercial bank and the real economy in 
100 per cent reserve requirement monetary system. 


The starting point in the proposed Master Plan of Bank Indonesia must be 


the paradigm /values segment as prescribed in Figure 4.3. In understanding this 
paradigm and its application to the 100 per cent reserve requirement monetary 
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system with Shari'ah background the role of human resource development must 
be a key factor 


The mission and vision in Figure 4.3 of Shari'ah banking in the context of 
100 per cent reserve requirement monetary system would be to make the 
perspective of 100 per cent reserve requirement functional. That is, the 
relationship of the central bank with Shari’ah banking as commercial banking and 
the real economic relationship using the interactive, integrative and evolutionary 
(IE) methodology must be central. Within this purview the Shuratic perspective 
between the central bank and the commercial bank (Shari'ah banking) and the co- 
operative relationship between such banks and the clientele of the real economy 
must be pursued as the “vision and mission’. 


The role of co-operative Shari'ah instruments in realizing the wellbeing 
objective critenon of the 100 per cent reserve requirement monetary system must 
always be kept in view. Operations, institutional monitoring, market 
transformation and resource allocation for developmental purposes must be 
pursued within this agenda of pervasive complementary relations invoking money 
and real economy linkages and avoiding all speculative and interest-denominated 
securities, bonds and transactions, Eradication of interest transactions will evolve 
as a natural consequence of the extensively complementary interrelations between 
money and the real economy using Islamic instruments of cooperation and 
linkages. 
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Figure 4.3; Critically Examining the Master Plan of Shari'ah Banking 
Development in Indonesia: Relating the 100 per cent Reserve Requirement 
Monetary System to the Shari'ah Banking Program of Bank Indonesia 


Master Plan of Sharia Banking Development 
in Indonesia 


The next issues to investigate would be the strategies, programs and target 
in Figure 4.3, A strategy would be defined in the light of the ‘vision and mission’ 
of the market-institution interrelationships within the 100 per cent reserve 
requirement monetary system. Co-operative ventures and both primary and 
secondary financial instruments are to be activated in generating such projects 
that bring about wellbeing in the social economy as a whole. This means that 
profitability and output will be the result of financing such projects. The projects 
must seck extensive linkages across all economic sectors. Cost must be kept at a 
minimum through cost sharing. Risk of venture must be shared effectively among 
the participating members across diverse projects, Thus risk and product 
diversification would result from such a participatory economy- wide functioning 
of linkages within and between the financial and real sectoral activities. 
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Programs in Figure 4.3 of Shari'ah banking must thus be a combination of 
seeking shareholder property rights and profitability of assets. Yet these must be 
generated through linkages with the social economy, Important projects to link up 
with major income-eamning projects would be poverty alleviation and 
development and upgrading of natural resources while providing inputs at low 
cost at the grassroots. In this respect an understanding of appropriate technology 
must be developed. Bank Indonesia should think of establishing a center that 
would look at such intermediate technological choices attainable through the 
process of linkages as envisioned within a 100 per cent reserve requiremem 
monetary system. 


Programs must extend from the national domain to segmented markets in 
the international Shari'ah banking and marketing environment. This will allow for 
effectiveness, safeguard and development of Islamic markets and development 
transformation. By the expansion of linked (segmented) markets in this way, risk 
and cost will be diversified by effective product diversification and expanded 
markets. The open market implications of the 100 per cent reserve requirement 
system now come in place, Since the linkages in the open economy case is 
internationally extended to the Muslim World, the center for developing 
intermediate technology for identifying and financing the operations of the 
Shari'ah banks could be internationally financed. In this regard, the Islamic 
Development Bank and the national banks of member Islamic countries will have 
to participate financially and actively. 


The target in Figure 4.3 of the Shari'ah banking within the 100 per cent 
reserve requirement monetary system should be divided up between medium-term 
and long-term goals, Yet there must be a continuous transition and not a waiting 
time from one stage of development to the next, In the Islamic worldview of unity 
of knowledge that establishes the principle of complementarities, there cannot be 
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substitution between the short-term and long-term priorities, There are simply 
transitions. 


The 100 per cent reserve requirement monetary system with the gold 
standard as asset backing can be implemented in the short and medium run in the 
private sector. In this case the central bank acts as a short nun facilitator for banks 
to finance project co-operatively using Islamic financing instruments, The 
resulting Shari'ah-approved project-centered financing modes necessarily need 
the direct flow of currency. When resources are so mobilized, bank savings are 
converted into Shari'abapproved spending. The flow of a quantity of currency 
money then represents the value of spending. Hence the currency flow is money 
in transactional circulation, which cannot have interest rate attached to it. Such a 
quanuty of money ts simply the function of the real output level in the 
knowledge - induced system, 


In the 100 per cent reserve requirement monetary system interbank and 
interfirm gold-asset backing can be introduced by way of safeguarding the asset 
valuation of the joint ventures by the gold numeraire that can be held by the 
central bank for the Shari’ah banks against the joint venture projects and the 
goods and services in exchange. The resulting Dinar amounts flowing between 
banks and joint projects act as counter-trade in terms of the asset- valuation of 
projects and for goods and services in exchange. 


In the short term, human resource development and project development 
for joint and participatory ventures are to be sought, The goal of wellbeing must 
always be evaluated for the effectiveness of Shari'ah banking. These short-term 
targets for participatory development should be taken up within the existing 
national development plans with the Shura-type linkages between Bank 
Indonesia, commercial banks (Shar'iah banks) and the real economy. In this 
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regard the existing Bank Acts of Bank Indonesia respecting Shari'ah banking 
shown in Figure 4,3 must be well articulated 


The long-term targets will be an evolution out of the short-term targets. In 
this respect the proposed institutional center for appropriate technology and the 
accentuated transformation into the 100 per cent reserve requirement monetary 
system must remain foremost. Developmental linkages and interationalizing of 
the Ummatic (world nation of Islam) transformation process must ensue Along 
with this momentum of transformation new legislative acts and safeguards for the 
Shariah banking must arise: Long-term shares linked with short-term to medium- 
term shares in co-operative ventures must mark the momentum towards 
participatory change im the context of 100 per cent reserve requirement monctary 
system 


An important aspect of the long-term transformavion of the Shari'ah 
banking within the 100 per cent reserve requirement system must be the 
establishment of the gold standard as the asset backing of currency money This 
idea was explained in this chapter. Throughout all the aspects of development of 
the Shan'ah banking in the light of the 100 per cent reserve requirement monetary 
system there must exist the central role of human resource development and the 
institution-market interface. 


The targets of stability and sustarmability through the money-real 
economy-institution complementary linkages of the knowledge-induced 100 per 
cent reserve requirement with the gold standard as the asset backing must mean 
the constant evaluation of the wellbeing critenon, as it was explained in this 
chapter Thus, price stability, economic productivity, rate of currency-money 
creation, its linkages with the real sectoral activities and the consequential 
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relationship of these to the terms-of-trade and the exchange rate levels will further 
arise. These must be institutionally govemed and developmentally directed 


When the ‘paradigmatic basis’, ‘vision’, ‘mission’, ‘strategies’, 
“programs’ and ‘targets’ are set as explained above, the acceptance of the Shan'ah 
banking within the national development plan and by the superstructure of Bank 
Indonesia can form a welcome socio-economic organism. This acceptable premise 
1s established by Shari'ah banks playing their significant role with effectual 
results at the social development level besides being profitable and diversifying 
nsk and costs. The co-operating nature of the Shari'ah banks removes the element 
of competition and alienation that is to be found in the conventional financial and 
economic system Wherever possible, Shan'ah banks should extend the co- 
operating mechanism across all banks and development projects. With these 
strategies for the Shan'ah banking the growing acceptance of Shari‘ah banks 
within the market driven and institutional framework would reduce prejudices, 
weaknesses and threats for Shari‘ah banks within the dynamics of the market 
driven and institutional forces. 


Conclusion 


The epistemological reference to the Tawhidi unity of knowledge explained by 
systemic unity in terms of the pnnciple of complementarities across diversity 
must be kept in constant overview of the functioning of Islamic transformation. 
Within this broad field ts the important function of money and liquidity. But 
money and liquidity now do not have independent functions of their own, as is 
otherwise pointed out in the case of the long run neutrality of money to real 
output Now real monetary value does not change with price level and nominal 
monetary stock increasing at the same rate Instead, in the Islamic economy 
money ts a stock of currency produced by the central bank and transacted through 
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commercial banks for financing real economic activities, Money is thus equal to 
the value of total spending in the economy-wide sense. With this re-definition of 
money there is always an imerdependent relationship between money and the 
level of economic activity, Spending does not cause inflationary movements 
because of the principles of avoidance of waste, the goals of dynamic regimes of 
life-fulfilling goods and services caused by a one-to-one relationship between 
money and the real economy. The rate of growth of the quantity of moncy is now 
equal to the rate of growth of spending, and thereby, output. Hence inflationary 
pressure cannot exist. The nature of dynamic regimes of life- fulfilling goods 
causes profits to remain stable, Thereby profit-push inflationary remains absent as 
well. The interest rate is made redundant in the financial sector by the paradigm 
of resource mobilization as opposed to savings. In the end, the Islamic theory of 
money and the real economy tums around the dynamics of complementary 
linkages with diversity in the leaming processes (pairing) that come about. 


Money, liquidity and asset valuation in the 100 per cent reserve 
requirement monetary system are further reinforced by asset backing, which we 
have treated as the gold standard. For the Muslim world a re-birth of the 100 per 
cent reserve requirement monetary system with asset backing by the gold 
numeraire is a revolutionary precept. It emanates from the Qur'an vis-4-vis the 
Qur‘anic injunction on trade versus interest, It is in the books of the early Islamic 
writers on the worldly application of the Shari'ah (see Islahi on Ibn Taimiyyah, 
1988). Today the theory and application of the 100 per cent reserve requirement 
monetary system would be the sure revolutionary way for returning the 
humankind back to its long-term sustainability and stability with extensive 
wellbeing. 


CHAPTER 5 


PROJECT FINANCE 


In this chapter we will be discussing the following aspects of project financing 
and evaluation in comparative Islamic perspectives: There are specific points 
relating to the social and economic properties of a project that need to be kept in 
view by the financier not only from the profitability perspective of a privately 
owned project but also concerning its social profitability, The private and social 
cost components of project financing and the components of revenues generated 
from the nature of the project are to be treated within the financing formula in 
accordance with the social and economic awareness in writing up a project 
feasibility report and to be used in project evaluation and financing. 


The question of average and marginal cost in the pricing of the products 
over time must be examined in comparative Islamic perspectives. The issue of the 
time value of money and its use in asset-valuation will be questioned and replaced 
by the appropriate Islamic asset-valuation model. In the light of the Tawhidi 
worldview of unity of systemic knowledge we will show that the only possibility 
to replace the interest-based transactions and valuation of assets is to link up 
money and finance with the real economy in the light of the Shari’ab 
recommended outlets of investment and selection of projects. In the end, the 
above-mentioned topics will be collected together to lead to the project feasibility 
report in Islamic perspectives. We will delineate one such outline of feasibility 
report for Islamic project financing. 
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Time-Dependent Treatment of Costs and Benefits Linked with Project 
Financing 


Project financing involves a structure of costs and benefits over time, An 
analytical problem arises as to how fixed and variable costs are understood and 
measured in the time-dependent case for perfect and imperfect competition. It is 
well known that fixed and variable costs are studied in the framework of a static 
relationship between cost and output. The effect of time is treated exogenously by 
assigning the technological effect on the cost and benefit curves to the time 
variable. We now take up this problem of understanding and measuring the time- 
dependent structure of fixed and variable costs associated with project evaluation, 


Time-Dependent Evolution of Average Total Cost 


The adjustment of average total cost and profits in the case of a firm in perfect 
competition is explained by the movement of short-nun profits and average total 
cost from a state of positive economic profits to the long-run case of normal 
profits and minimum average total cost condition where marginal cost for pricing 
the product equals the minimum average total cost. Also the marginal revenue 
equals the marginal revenue of production. 


Time has no role in the definition of the short-run and the long-run 
adjustments in this case. Instead, these concepts are linked with the scale of 
production whereby the factors of production and the technology of the firm can 
change sufficiently in order to adjust the costs and revenues into a stable state. In 
the short-run such factor adjustments in terms of their costs, pricing and use 
remain variable, Consequently, the upward rising marginal cost curve above the 
minimum of the average total cost curve, which is also the supply curve of output 
of the firm in perfect competition, reflects the effect of the variable factor costs 
leading to its final adjustment a1 the minimum point of the average total cost 
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curve in the long run. This ts the point where the selling pnce of the output of the 
firm in perfect competition is determined in value equal to the long-run 
adjustment in the marginal cost of production. All of this adjustment is explained 
without invoking time in the process, except via a technological induction using 
the proxy of the time variable 


The problem of time in the marginal cost pncing and the determmation of 
marginal revenue in perfect competition ts equally unsettled in the case of 
imperfect. competition with monopoly and monopolistic competition The 
difference though 1s that normal profits do not appear in the case of monopoly as 
they appear im the case of the long-run state of adjustment in marginal and 
average total costs and revenues in perfect competition and the marginal revenue 
and marginal cost adjustment to equality in the case of monopolistic competition 


Therefore, what are the pricing and average and marginal sources of the 
net profits that we capitalize over time in the present-valuation formula? Since 
there is no relationship with the profit of the static case and the time-dependent 
case, the marginal values cannot prevail over time. Besides, the conception of 
evaluating a consequence (output, project, firm) over time is not based on the 
direct cost-output relationship as provided by the theory of pricing of output 
Rather, prices are now assigned on an exogenously determined notion of risk 
given that a stanc conception of cost-profit has been applied in the static case at 
given points of time While the pricing and output determination within a given 
point of time is assumed to be have a direct relationship with the average and 
marginal costs and revenues, the risk of such factors is an exogenous factor in the 
average and marginal cost and revenue relationship Such a sk a3 an exogenous 
factor in the time-dependent pricing mechanism 1s measured as a price for 
postponing the receipt of net profit when the related price and output cannot be 
determined by the static case of the marginal cost and revenue equations. Risk 
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pncing of this kind 1s referred to as the time value of money. It appears as 
discount factor in the present-valuation formula 


The inability of the static case of pricing the output for the time-dependent 
case and the exogenous nature of time-dependent measurement of nsk have both 
deeply affected the correctness of the valuation approach in economic theory. 
This problem 1s of a deeply ep:stemological nature and has to be examined from 
the side of financing and real economy relations. Can the financial and real 
economy sectors be intimately unified in a causal way with resources flowing 
continuously between them or are they two segmented and dichotomous sectors 
of the economy with competing markets and different forms of returns? 


The Nature of Oppostte Movements of Resources in Real Economy and Financial 


Eeonomy 


Capital theory makes the assumption that the two markets are competing and 
dichotomous in nature with their own markets and hence pricing and output 
mechanisms (Robinson, 1961). The market nsk is priced by the mte of interest on 
different modes of saving These can be direct bank saving or bonds, coupons, 
capital market instruments with different maturities carrying a range of interest 
rates of the short and long run types. On the other hand, the real economic output 
ts priced by exchange prices. Over time these two sides are intermingled, for the 
exogenous nature of msk reflects upon the uncertainty of prices and output and 
thus causes an exogenously nsk-induced environment of cost and profitability 
The end result ts that the intermingling of the exogenous nature of risk with the 
real values makes the latter subjective in the evaluation model. In the standard 
valuation formulas there are thereby subjectively nsky consequences rather than 
market realities. The time valuation of money as the discount nate in the present- 
valuation formula 1s used to evaluate such a subjective notion of intertemporal 
risk pricing 
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What is the role of probability of occurrence of a state of risky pricing in 
the valuation model? To remember Keynes on this matter, he remarked that the 
greater part of the economic universe 1s governed by subjective probability 
(O'Donnell, 1989) Thereby, the probabilistic measures of risky consequences 
themselves belong to the universe of subjective probability These in tum defy 
precise measurements and hence pricing and valuation by the standard methods of 
valuation With such time-dependent probability measures future spending and 
resource mobilization vanables like the market exchange also remain subjective 
in nature We therefore conclude that the time-dependent problem of estimating 
market exchange by an exogenous risk factor is both a conceptual problem of 
combining exogenous risk with market exchange and of the structure of the 
valuation model based on such risky evaluation of market consequences These 
two aspects of a single problem of asset valuation ts an epistemological question 
that cannot be answered by capital theory in economics (Wicksell, 1934) 


We can point out the indeterminacy problem of msk and return in the 
capitalization model of future cash flows by means of Figure 5. 1 Here we denote 
the real sector by the spending variable (or resource mobilization), Sp, as a 
function of the rate of retum rf determined ex-post upon realization of the 
profimbility of a project, production, venture etc We denote the dichotomous 
financial sector by savings, Sv, as a function of interest rate i We then interject 
the output variable upon these two dichotomous markets. In received economic 
theory the marginal substitution between these two competing alternatives 
allocates resources in the direction of that which 1s more attractive rather than one 
which is more productive If i > r the regime of resource allocation will be 
towards savings and vice-versa. If short-run i is volatile because of financial 
speculation, there will be a random field shown by R around the poins of 
marginal substitution between r and t Thus in the end there is a determinate 
movement of the trajectory OT though the higher 1 values above r that would make 
the resource allocation trajectories move towards savings But in this process the 
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nsk caused by 1 will also cause nsk of the spending vanable by making 1 random 
and indeterminate The consequenual random field in the nsk plane of cash-flows 
is shown by R’ 


Risk Indeterminacy Problem in the Real and Financial Sectors 


In Figure 5.1 certain problems need to be recognized interrelating R and R’ 
beyond the fact that these are the results of indeterminacy of the msk factor related 
to market exchange Rather, such nsks anse due to speculation and subjectivity 
and then affect the market exchange in the same way The additional points to 
note regarding the R-R” interrelationship are the following: In the dichotomous 
and segmented markets between real economy and financial economy an increase 
in debt financing by excess demand for funds to finance projects increases the 
financial reliance on bonds and fixed income secunties. The attraction for holding 
these instruments is provided by the rate of interest. The higher the rate the more 
popular the saving like financial instruments. On the other side, the short-term 
interest Movements cause indeterminacy of risk of the financial instruments that 
adversely affect the equity markets of shares and stocks and make the latter 
volatile just as the market for debt instruments remain volaule 


What is the effect of such financial volatility on the valuation of the firm 
in both the financial and real sectors of the segmented and competing markets? It 
is well known that the growth rate of the value of a firm in terms of equity- 
holders’ retained earning and cash dividends is a compound function of the nates 
of change of retained eamings and eamings on common stock (equity), Now the 
capitalization of future discounted cash-flows from the stock issues require the 
growth rate of the firm's equity value to be lower than the rate of interest, which 
enters the discount factor of cash-flows. Since such discount rates anse from the 
random field R, the valuation of the firm's equity in R (cash-flows) also remains 
randomly indeterminate 
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It ts also well known that the optimal capital structure of the firm is 
explained by means of the expected utility function with expected nsky returns 
(E(x)) and a measure of risk (Var{x)) Expected returns from risky portfolio are 
positively related to debt in the R and R’ regions The expected retums decrease 
as interest rates increase due to the inverse liquidity-real economy relationship. In 
the end, debt instruments adversely affect the equity instruments and thus the 
value of the firm's equity The backward bending shape of the trajectory OT in 
Figure 5 | explains this effect on resource allocation 


In the present valuation formula relating to cash flows the discount rate 
must be higher than the growth rate of carnings from dividend cash flows. That is, 
for a capitalized cash flow stream to be convergent so that the present value 
model can be meaningfully evaluated, the discount rates must be increasingly 
higher than the dividend rates from the stream of cash flows over time. Now 
permanently increasing debt cost, uncertainty and instability will arise, linking the 
regions R to R° in Figure 5.1 


Such negative movements between debt instruments and equity financing 
will finally extend to the economy as a whole through the adverse effects of the 
valuation of corporation earnings on dividend payoff to shareholders. This will be 
reflected in a permanently volatile stock market 
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Sv) 


Random effects df Resource Allocation Due to 
the Induction by the Rate of Interest 


Var(x) 
Cash Flows 


x 


0 
Random Field of Risky Cash-flows Induced 
by the Short-Term Rates of Interest 


Figure 5.1: Indeterminacy of the Spending and Savings Function 
with Short-Term Rates of Interest 
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The Islamic Financial and Economic Approach to Risk and Valuation 


We conclude from the foregoing discussions that in segmented and competing 
dichotomous markets of real output and financial papers liquudity of financial 
instruments lead to money being held in high and speculative interest bearing 
instruments. Thereby, money as liquid asset on the one hand and real assets on the 
other hand, are made to become gross substitutes of each other Now savings 
compete as withdrawal with spending as resource mobilization in productive 
activities. The volatility of interest rates and its risk indeterminacy effect on the 
real economy cause the asset valuation model of project financing unusable in 
reality. It becomes a mere quantitative nicety 


The methodological ineptness im project valuation of the present-value 
model and its prototypes such as the intemal rate of return and terminal-value 
methods is also due to the inability to assign a correct measure of costs and 
benefits over time, as known in the static case of the average and marginal price 
theory of the firm 


These kinds of problems are circumvented in the Islamic valuation 
methodology by the theory of money and real economy linkage The issue ts of an 
epistemological nature on methodological grounds of the Tawhidi worldview The 
end result of these epistemologtcal and real issues of project valuation respecting 
cost, benefits and the appropnate way of estimating measured msk, leads to a new 
method of asset valuation. We will present this methodology and show by means 
of it how debt swapping can be done and how debt can be retired by equity 


Measurement of Cost and Benefit in the Static and Dynamic Case 


On epistemological ground of the Tawhidi knowledge-centered worldview time 
loses its substantive meaning in valuation. Time is replaced by the primal function 
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of knowledge-flows in the light of the unity of knowledge in systems denved by 
discursion, pervasively relational worldview of the Qur'an spanning all things in 
the universe and by the development financing instruments that cary the 
unification relauonship between institutions, financing and socio-economic 
vanables and the economy. Time is now seen merely as the medium for recording 
the consequences of interaction and integration followed by knowledge-induced 
evolution across HIE-processes or equivalently the Shuratic Processes. 


Formalism with Costs and Benefits in Time-Dependent Costs and Benefits of 
Project Financing and Valuation 


We treat total cost of the following types 


Private direct cost of production is defined as the direct outlay of financial 
resources in employing labor, capital, land and other productive factors of 
production 


The knowledge induction of private direct cost comes about by means of 
sharing of such direct costs by co-operating producers of goods and services and 
related agents. The sharing ts carried out under the principal development 
financing mstruments of Mudarabah, Musharakah, Murabaha, foreign trade 
contracts and secondary financial activities revolving around the principal ones. 
Besides, in the joint production menus the productive factors between themselves 
and with owners are organized interactively to establish co-determmation of 
choices of menus, technology and to share the cost of the producers as 
shareholders, The knowledge-flows caused by such an [IE-process are denoted as 


ordinal values of the vanable {0} 


In the knowledge-induced interactive, integrative and evolutionary (IIE) 
processes relatmg to the sharing of cost and joit production menus with 
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productive co-determination of outcomes, the dynamic nature of cost exists 
always. The direct private cost function is now given by, 


C(8,x(8)) © Dey" C8,x48)) = De." Owt bred) [8] x48) (51) 


In expression (51) C(@,x()) denotes the total cost as a function of the 
knowledge-flows measured in ordinal terms to reflect the degree of unity of 
knowledge or complementanties gained between the vector of variables x(8) in 
accordance with the Tawhidi worldview and its instruments and discourses 
developed within the IE-process or the Shuratic Process. 


C\(8,x(8)) are the shares of total cost by each of the 1-participants in the 
joint venture on co-operative basis if Mudarabah, Musharakah, Baye-Muayal 
(mark-up) and other project financing mstruments revolving around these 
principal ones 


(w+b+r+d) [8] denotes the total payment to ith factor of production x,, 
distributed as wages w, bonus b, retirement benefit r and dividends d_ All of these 
are influenced by co-operative management of the productive venue between the 
factors as in the joint production function to be explained later in this chapter 
Such a co-operative learning vanable 1s the consensual knowledge-flow variable 
denoted by 6. 


Private indirect cost is defined as transaction costs. Examples are 
transportation cost, insurance cost, property tax and environmental cost caused by 
unexpected and uncontrollable factors, such as sudden drought, famine and wars 
Within private indirect cost we do not include those costs that can be shared by 
subsidiary production systems in the Islamic economy with jomt production 
menus. In fact, with a sectoral extension of the co-operative management of joint 


138 Islamic Economics and Finance 


productions almost all of the private indirect cost can be comprised within a social 
perspective When the social sharing of cost in a variant of expression (5.1) takes 
place in a privatization venue we have the nature of sharing to be market driven. 


Social costs are spillover costs as consequences of the action of others or 
other environing factors. Such costs can be caused by diseconomies of scale when 
the production expansion in one firm or sector causes an increase in the cost of 
production in other related firms and sectors, Social costs in the financial markets 
are caused by unmeasured msk due to the actions of others and the environing 
unknowns. Examples here are moral hazard caused by free nding on interest free 
loans and soft loans, asymmetric information caused by withholding information 
in monopolistic and oligopolistic competition, adverse selection caused by 
asymmetric information on choices. These kinds of msks are minimized in the 
case of Islamic production due to extensive complementanties across diversely 
Imked projects, sectors and production menus wherein disclosure and 
transparency become automatically governed without costly mechanisms as in 
mainstream ideas of corporate governance 


Since the total cost function can be expressed im terms of the joint product, 


therefore, 
Q = Th" Q6,x(8)) (5.2) 
Therefore, log Q = £ log Q{8.x(8)) (5.3) 
As C(8,x(8)) = C(Q), there are two ways to express this. 


CO,x(8)) = Ein" C(Q(G,x(8)), or (5.4) 
"VE C(Qi8,x(8)) (5.5) 
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Clearly, (1/n) Zi" C1Q\(8,x(8)) > "VET C(Q,(8.x(8) (5.6) 


We can now compute the average total cost (ATC(8)) in the following 
case of an Islamizing economy with 6—+6* in the LIE process. 


Lim[@— 6") {ATC@)} = [Z-1" C(Q\(8,x(8))}/1Q = 11-1"Q48,x(8))} or = (5.7) 
VET C(Q(8,x8)1Q = Moy"Q8.x(8))) (5.8) 


Expression (5.8) can be re-written as, 


Lim[0—+*] { ATC(8)} "VET -1"[C(Q48,x10))Q,(8,x(8))],[1/Q] 
= PNT yo)" [ATC\(8)//Q48.(8))] (5.9) 


Expression (5.9) means that the ATC(®) for the joint production menu 
experiences a continuously downwards shift with the growth of the joint output. 


This phenomenon is shown in Figure 5.2 by the shifts A;, A; from the position A, 


ATC(8), ATC (4) 


AD 
Q 


Figure 5.2: Downward shifting ATC(Q) due to continuous learning along the 
joint production menu Q = 1).."Q(0,x(6)). 
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Joint Production Function as the Interactively Processes of Production 
Occurring in Pairs 


Pp,’ Ps 


Figure 5.3: Joint Production Menus Linked to Multiple Processes as the 
Istamic Pe rspective in Project Financing 


P,’s are production processes that give rise to other processes of similar 
type from a given production linked with each of the processes. Thus J’s denote 
the branches of the production menus. Continuous technical and organizational 
pairing between the processes causes such evolutions from any particular 
production level into multiple production processes. Such a pairing of processes is 
the result of the circular causation of the IIE processes. Project financing in the 
Islamec economic framework must be looking for such linkage possibilities called 
joint production functions. They are the cause and effect for diversification of 
products and risks and the sharing of project costs of all types. The end result is 
the continuous lowering of the average total cost of production including all kinds 
of costs as mentioned above. 


From expressions (5.7) and (5.8) we note by comparison that, 


ATC(linear independent case of production menus and costs) = 
[TC(QHE,TC V/[Q°EQ\) (5.10) 


Project Finance 141 


© "Vil. [ATC(9)/Q(8,x(9))] = ATC(B) (case of joint production 
function and shared cost}, (S11) 


ATC\(8)/Q48,x(8)) continues on to experience downward shifts due to 
the progressive increase in the joint production menu Q with the gains in the 
learning parameter, as lim[6-0*] 


The Measurement of Financial Returns in Project Financing 
Like cost and risk, profits are shared in the Islamic joimt production and joint 
venture schemes, When investment, financing risk and costs are shared by 
partners according to the financing instruments of Mudarabah, Musharakah, 
Murabaha and secondary financing instruments revolving around these principal 
ones, profits are raised by sharing between partners who are spread over sectors 
and projects The profit function like the cost function ts now appropriately a 
geometrical mean of the product of the individual sectoral and project-specific 
profit functions in relation to the joint process-specific outputs 

Hence, the joint profit function takes the form, 

7(Q) © "VETy"2(Q), (5.12) 

with Q as joint production given by expression (5,2) 


Consequently, the profit sharing ratio py 1s given by, 


Pa = M(Q.¥R(Q) = 7H OVW" (Q)] (513) 
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In the Islamic production, cost and nsk sharing environment with joint production 
menu and risk and production the profit sharing ratio must be equal to the cost- 
sharing ratio 


Let the cost-sharing ratio for the nth firm be, 

&u = CAQVC(Q) = CQNE VO 'CKQ0) (5.14) 
Since, p, = cp, therefore, 

MQM [Vs Q)] = COME Ts CKQ)) (5.15) 
That is, 2(QuVCu(Qe) = ["NEer" (QVCAO)} (5.16) 
From expression (5.16) we obtain, 


(hy) = (nd e"'B(), (5.17) 
where 4, = 1(Q,VC(Q,), 1 = 1,2,..9 


Since this result 1s true for all firms, therefore, no firm enjoys an undue 
average profit related cost over another This is the feature of the continuously 
discursive nature of Islamic financing contracts revolving around Mudarabah and 
Musharakah, Such a discursive nature of the contracts can be gained by means of 
the knowledge induction along the evolution of the dynamic regimes of life- 
fulfilling goods and services that charactenze the Islamic political economy. This 
result again 1s a derrvation from the Tawhidi epistemological premise 
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Using the Joint Production Method in Project Valuation by the Overlapping 
Generations Valuation Modet 


Every process point P in Figure 5.3 can be scen as the point of linkage and 
discourse between the socio-economic variables and their relations and the 
institutional policy variables, This experience enables the interactive, integrative 
and evolutionary (IIE) processes to be realized, Then circularly recursive 
interrelationships emerge. The net result of these inzerrelationships and their 
further evolution is caused by the simulation of (f,x,(4)}-values through the 
evolutionary values of W, which now is taken as the overlapping generations 
valuation mode! shown below. The knowledge-induced cash Nows over time (t) 
are shown in Figure 5.4 


Hy > AB) 818) )) > Ao(B2, 02829) > oc. > Ne (By Xen dd. 


Overlapping generations asset valuation points 


Figure 5.4: Recursively Generated Knowledge -Induced Cash Flows in the 
Overlapping Generations Valuation Model 

At the time periods, &, &, .., ty there are the corresponding recursive 
interrelations between the (@.x())-variables in the sense of knowledge-induced 
simulations. This method is explained below. 

The recursive relations are shown by E;, &, ., Be. Clearly now, an 
infinite-term compounding is not applicable, because only finite-term decision 
making is possible in the Shuratic Process. 


5,1) 8/40) (5.18) 
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Here x,"() denotes the vector of all variables except the one that becomes the 
dependent vanable at a period of time in the simulation system of recursive 


interrelations. 


8", = g.1.m()), (5.19) 
8, = limp: sm {By}, (5.20) 


for interaction at time t denoted by j = 1,2,...,.m within each time period, for t = 


1,2... 


The overlapping generations valuation model can be used for debt-equity 
swap. In that case, let 1(6,) = {D/K,g(K)/g(D),d}[6,], where D denotes value of 
debt, K denotes capital formation generated by equity participation. g(K) and 
g(D) denote growth rates of capital linked with equity and debt, respectively. 
Take 6,-values to be consensually derived knowledge values over time and 
centered on directing foreign investment into debt-equity swaps through the doors 
of Musharakah, joint ventures, re-Takaful (re- insurance), and thereby, effectively 
replacing interest-based financing by profit sharing. All these together bring about 
Ummatic transformation, which is the regime of @).;,.%4(4.)}values over time, 
and hence of attaining evolutionary simulated values of the wellbeing function, 
W. On more on these issues we proceed on. 


Every flow of foreign equity capital like ly used in debt-equity swap yields 
4 terminal value of cashflows or asset valuation at time t equal to A(8.x:(&)), 
which then accumulates by the equity profit-sharing rate till maturity of the debt 
equity swap, All such values are determined and accumulated recursively from 
the previous cash flows. These complementary inerrelationships enter the 
wellberng function, W(x (A)). 
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We now have the overlapping generations valuation mode! based on the 
simulated (,,x,(8,))-values. An appropriate selection of the x,-vector is {(K/D)- 
ratio, (g(K¥g(D))-ratio}. These two ratios are moved towards equality with each 
other by means of a discursive control of the &-parameter in the presence of 
limiting 6,-values. In this case as well, the 5-parameter would be treated as a 
policy control variable. 


The complete simulation of the overlapping generation: valuation model 
is given by, 


Simulate (8, ) W(8) = L-)"[A(,x(8,))} — bo, (5.21) 
with @ denoting the sequence of consensual 6-values over time, 
subject to the knowledge and time dependent recursive 
interrelations shown in (5.18}(5.20). 


With x(8) = (D/K,g(K)/g(D)5}, we would have the following kind of 
simulative knowledge- induction: As foreign investments (1(8)) are directed into 
Musharakah projects through re-Takaful, (D/K) tends adaptively towards 
(g(K¥g(D)) as & assumes a value near to unity when all of debt is swapped by a 
proportion of the foreign investment flow, Simulative 6,-values appear from the 
discursive decision making and polity-market processes by dint of using ways and 
means of effectively mobilizing such foreign investments into Musharakah 
projects and in sustaining complementary relations between debt reduction and 
equity swaps and as an interest-based regime is progressively replaced by 
Musharakah profit-sharing rates. 


In this specific case of debt-equity swap the wellbeing objective criterion 
means the sum-total of all debt write-offs by the progressive upward movement of 
the 5-ratios. 
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For the particular case where cashflows denote compounded values of 
profit-sharing rates (r,) at every time-period, we take 4(6,) (A). 


W(B) = Eons" Ac(B,xe(8)) = Leon” [Ae(&).Toer"( 1+0(64)'} — bo. (5.22) 


If we assume deductions from the asset value over time, say, dt at time t, 
the expression (5,22) takes the form, 


W(8) = Zei” (L-AA(G.2,(8))) = ey” (1-d AB). "(14n(8F] = Ip (5.23) 


The simulation of W is now subject to the complementary recursive 


relations, 
HEC Osea) (5.24) 


where & itself can be an expected value of a system of rates of returns obtained 
from the debtswap portfolio with different contingencies across diverse projects 
that may prevail, This part of the contingencybased averaging process is not 
shown (see Hirshleifer, 1970). See Choudhury (1999) for a version of the 
intergenerational valuation model in Islamic perspective. r, would be better 
represented by geometric averaging than arithmetical averaging, because of the 
underlying term structure of the rates subject to different contingencies and 
portfolios all simulated under non-linear complexity by recursive knowledge 
induction. 


We also have the G-assignment problem as in the Shuratic discursive 
process shown above by, 


8, = lim, <; 4m {95} (5.25) 
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Interaction at time t are denoted by i= 1,2... fort 1,2,.n 


For several equity projects used in swapping debts with a sequence of 
foreign investments, |,, say, s = 1,2,.., S, t= 1,2,...n, starting and terminating at the 
same or different points in time in the future the above valuation model would be 
sinking fund of such forcign investment flows, 


W = EE Aei (Gy 0( 6) > LL LA Tye (+g JO] ~ LL ha(Bis) (5.26) 
The complementary recursive relations are once again of the type, 
Tye > AB) 5810s (5.27) 


where, my means the profit-sharing rate in a project that is co-operatively 
complemented with all other projects, s = 1,2,...,S. Such joint ventures and 
Musharakah projects would be multilateral projects in the Ummah (Choudhury, 
1997). The equivalence for the expression (5.23) can be readily formulated. 


Quantitative Issues in the Overlapping Generations Valuation Model 


The principal information required for the overlapping generations valuation 
model is the limiting value & of the discoursed knowledge values {@,) over 
interactions (i) and time (1) as in the Shuratic Process methodology. Next there is 
the data requirement for the knowledge-induced socio-economic variables, 
{x,(@)}. These together enter the W(®,,x,(6,)) function as shown before. The 
important aspect of the feedback shown in Figure 5.5 brings out the specific 
nature of information generation for the valuation model. 
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There are two ways to generate @,-values and the —[x)x2][8,] feedback 
(Choudhury, 2000); 


1, The discursive Shuratic way is based on the methodology of the rhetoric 
of economies (McCloskey, 1985) and is adopted at every point of 
interaction, integration (consensus value). These values institutionally 
assign ordinal @-values in terms of the feedback. 


2. 6-values are assigned numerical values, such as, @ 2 (high value), % $0 
S | (medium value), 0 s & S ‘4 (low vale) based on the performance of 
the guidance, policies in concert with the market realities. 


3. The values of (f&, x.(&)) are then recursively determined. 


Socio-economic development x = f\(x),%4,,%«.X0 [61 


SS 
Ges 


Figure 5.5: Recursive feedback and knowledge-induced expansion of the 
interactive, integrative and evolutionary sets 
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For example expressions (5.19) and (5 20) can be specified as follows 


20% <6 =(VD)[ 1 <= 8] s 50%, or, 10% <1 < 20%, 
10% $6 =(V/D)[ 456 < 1] < 20%, or, 5% <1 < 10%, 
O% sb=(VD)O5O0< %) 5 10%, of, Misr <= 5% 


Foreign Investment and Equity Participation in Saudi Arabia in the 
Perspective of the Overlapping Generations Model with DebUEquity Swap 


The Goverment of Saudi Arabia's new foreign investment law (Saudi Arabia 
online a) on the free flow of foreign investment in and from the country was 
recently passed im accordance with the Shan’ah laws and with the ordinance of 
the central Shura in concert with the High Council These laws deal with foreign 
investment matters, particularly land ownership and the option for foreign 
investors to enjoy sole proprietorship of investments and tax holidays. Yet the 
Shari'ah appropriateness of foreign investments ts to be strictly applied. Foreign 
investment pnvileges are given particularly to infrastructure projects and 
manufacturing and agricultural projects. Substantial tax benefits would be 
awarded to foreign investors. As a result of the Saudi new foreign investment law 
some major foreign investors have won lucrative contracts (Saudi Arabia online 
b) 


Particular note ts made here to the foreign investment bid of $145 million 
from Saudi Telecom to Lucent Technologies in the area of optical data network 
contract The Saudi Chevron Petrochemical won a joint venture for $650 million 
plant to produce benzene and cyclohexane There are many more such projects for 
which foreign investment data are not available but are expected to be a massive 
total amount Table 5.1 provides the foreign investment statistics for the penod 
1995 and 1997 
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Table 5,1: Foreign Direct Investment Statistics Investment (USS billions, 


except where noted): 
1995 1996 _1997 


~ Total Foreign Direct Investment 133 145 15.0 
~ US. Direct Investment 35 67 70 


~ Percent Share of Total 
Foreign Investment percent) 413 46.2 46,7 


- Principal foreign investors. US A , Japan, United Kingdom, Switzerland, 
France, Germany 


Source: Ministry of Finance and National Economy, Saudi Arabian Monetary 
Agency (SAMA), International Monetary Fund, U S Department of Commerce; 
U.S. Embassy estimates, Ministry of Industry and Electricity 


It is clear from the above statistical mformation that equity and joint 
venture participation, which are encouraged under the Saudi new foreign 
investment law, can play a significant role in retiring Saudi Ambia’s debt 
outstanding by a policy encouraging foreign investments to swap the total of 
US$22.4 billion external debt outstanding (Economic Intelligence Unit, 1996). 


The 5=(VD)-ratio stood at 66.96% in 1997. But of this if we take 10% to 
be allayed annually in debt-equity swap, Saudi Arabia can hope to write off her 
foreign debts outstanding im about five years, given the high mvestment bids that 
are now being given to foreign investors in Saudi Arabia under her new foreign 
investment plan The discourse (@-related) and the attractiveness of productive 
retums from econome development that will go with foreign investment 
converted into debt-equity swap will need the active participation of the Saudi 
Majlis Shura and the High Council with national and foreign investors, giving the 
latter sufficient incentives on adopting debt-equity swaps, just as land ownership 
and tax exemption are being offered as attractive mcentives under the new 
investment law In this way, from an active developmental viewpoint the 


Project Finance 151 
overlapping generations valuation mode! would be suitable in carrying forward 
the discursive results. In such a case the 6-ratio would be applied annually in the 
perspective of the returns to be expected from the corresponding debt-equity 
Swaps so attained by the corresponding moving 6-ratio. 


With 10 per cent of external debt swapped annually by foreign investment 
and assuming that 1-5 million dollars are generated in benefits annually, we can 
think of an annual rate of return of about 5-10 per cent in the short term. The 
overlapping generations asset valuation model now takes the form, 


W = ED Ac Bie.0( Ge) = DE [ATs eh Os) - DE kG.) (5.28) 
The complementary recursive relations are once again of the type, 
fe = 18). ts) (5.29) 
1 mill $S Aus 5 mill $; 0.05 <n, < 0.10, 10% <3 =(VD) 4 <6 <1) < 20%. 
(5.30) 
t> 1,2,...5; 5 1,2,..m. 
Nature of Feasibility Study for Islamic Project Financing 
The processes P, shown above and implicated with both joint production menu 
and the diversity of interaction, integration and evolution across socio-economic 
and policy variables arise from the Shuratic Processes (also IIE-processes) of the 


Tawhidi epistemological methodology shown. This is reproduced below. 


Numbered systems, such as the joint venture projects, joint menus of 
production, are denoted by | and k, with k #1 (=1,2,...). i= 1,2, .... denote the 
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number of interaction. The [UB-processes giving circular causation 
interrelationships are shown in expression (5,31). P;, P: etc. are similar processes 
with dynamic evolution of the knowledge-flow variable, (8). The complementary 
or ‘paired’ nature of the diverse socio-economic and policy variables both within 
a system (process) and across systems (processes) conveys the meaning of 
circular causation in this unified methodology of systems, 


et et et 
D9 {D foe (DpH [Baer peaeg EN ail (Ba 1) Fe sasn wi} OH (5.31) 
(W(18:) {Xe 
Tawhidi Shari'ah Formationof knowledge social new continuity 
episteme rules {®*) of knowledge- induction wellbeing processes till 
flows,(8)} of socio - function to the Hereafter 


xa((Bu)) among diverse 


The square brackets indicate the matrices of variables, relations and 
wellbeing functions corresponding to the ({@4:).{X ai@)])-entries across (k,l)- 
systems for given numbers of interaction (i). The same matrix meaning applies to 
every monotonic transformation of the relations of expression (5.31) starting from 
f* onwards except Q=H, which cannot be augmented due to the nature of its 
super-cardinal completeness. 


In the Islamic project feasibility the above methodology is applied by 
identifying the socio-economic and policy variables in the short, medium and long 
run cases and identifying there complementary interaction with the end of 
Simulating the social wellbeing function. Chart 5.1 gives an example of such a 
social specification of a project. 
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Chart 5.1: An Example of Critical Complementary Relations between Socio- 
Economic and Policy Variables 


Equity Financing 
Unity of Knowledge in the Shan'ah [Q— {®} >» (@*}] 


Human meatace development 
Preference formation according 
to the Shan’‘ah 

social trust on an enterprise & 
project 

consumer satisfaction developed 
by participation and trust 


ae big ae 
Real Economy Financial Sector 


(System 1: P,) * Interaction & Integration” (System 2:P;) 


Spending in the real appropnate joint 
economy according to venture, joint 
Shari'ah rules: resource production menus 
Mobilization avoidance of 
speculation 
productivity tisk-diversification 
product diversification ATC reduction 
sustained economic growth stable retums 
economic efficiency shareholding 
economic stability stakeholding 
(Oq).x 4A8\)): Real Economy, P, {045 X40): Financial Sector, P; 


Project Evaluation by the Social Wellbema: W(O\),x a(Ou)) 
An example is the overlapping generations valuation model 


Evolution into New[0,s] by re-invoking [Q—>y {D} > {D*}] 


Continuity 
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A Case Study: Enterprise, Economy and Community Interrelationships: The 
Case of the National Commercial Bank in Saudi Arabia 


The strategic chart of the Islamic financing division of the National Commercial 
Bank ts adapted to a version of the IE-process model in Chart 5.2 (Choudhury & 
Al-Hallaf, 2001). Projects selected in the Islamic division of NCB are expected to 
pass the linkage test im respect to clientele satisfaction and community benefit 
together with attaining economic profitability of shareholding by community 


members. 


To explain how the NCB goals are interrelated we explain in Chart 5.2 the 
interaction between these principal strategic target areas These are Enterprise 
Planning, Economic Planning and Commercial Development Planning. In each of 
these areas there are a number of strategic sub-goals and mechanisms to attain the 
overall enterpnse goals, as shown. Thus a system of interactive relations leading 
to institutional consensus 1s kept in view having a multidimensional goal oriented 
objective criterion. This is of the social wellbeing type that we have referred to in 
our IIE-process methodology 


In the financial input share capital comes from the common shareholders 
(retained camings), the employees of NBC and the shareholders in the community 
at large. The share capital so raised 1s then mobilized into appropnate projects in 
the real sector in accordance with Shan‘ah recommended directions and financing 
instruments. Among such project directions are trade in commodities, real estate 
investment, industrial development, infrastructure and social goods 


The important goal here is to promote market friendly instruments that can 
vitalize productive spending and promote market exchange. Through market- 
driven forces mter-sectoral linkages and production complementarties are 
importantly aimed at. Consequently, the jomt action of raising and mobilizing 
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share capital in such projects by sectors are found to be a mix of those of the 
short, medium and long nin. The usual Shan’ah instruments are used, namely, 
Mudarabuh, Musharakah, Murabaha and secondary stock-market tradable 
certificates that revolve around hire-purchase, rental, commodity exchange with 
valuation based in spot prices and transactions. Future swaps, present valuation of 
deferred cash flows and speculative transactions in currency and portfoho 
investments are avoided. 


It is essential in the Enterprise-Economy-Community linkages to keep 
shareholding and clientele satisfaction foremost in view. This is a consequence of 
allowing for effective participation by the shareholders and community members. 
Hence, stakeholding is encouraged along with shareholding in the activities of the 
Islamic investment division of the NCB, Also sustainability of the enterpnise in 
the area of productivity and financial returns is a consequence of the Inkage 
between the real economy and the financial sector 
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Chart 5,2: Strategic Interrelationships Between Enterprise, Economy and 
Community; The Case of National Commercial Bank in Saudi Arabia 


Enterprise Planning Economic Planning 
Portfolio Mix: Short, Medium & Long Run Projects and Project Financing 


Input Output Real Sector Financia! Sector 
Share capital profitability & returns product and risk-diversifeation 
Financial instruments buyers’ preference productivity cost control 
Project selection & satisfaction economic stability 


Socio -economic sharcholding (equity) efficiency 
Variables & relations stakeholding (collective 
Decision making 


Enterprise Shura and ipatory Decision Making 


Community Planning 
Shareholding & Stakeholding 


Consumer satisfaction 
Product preference 
Returns & profitability of venture 
Economic & financial stability 
Community Demography 
Human resource development along Shari'ah lines 
Participation and discourse 


Social Wellbeing with the joint preferences of 
Enterprise, Community and Economy 
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Conclusion 


The topic of project financing and evaluation in Islamic perspective has proven to 
be profoundly epistemological in methodology. This is one more link in the chain 
of that universal methodology of Tawhid as unity of divine knowledge that 
expresses itself in various ways. In our case of studying the methodology and 
content of project financing we invoked the Tawhidi worldview as a systemic 
understanding of unity of knowledge. In this we explained the Tawhidi unity of 
knowledge according to the exegesis of the Qur'an, further explicated by the 
Sunnah, and applied to the conceptual construct and application of these 
groundwork of the Shan’ah to the complementanties or paired nature of systemic 
entities. The topic of project financing brought out this context in terms of the 
Islamic basis of linkages between shareholders, joint production menus, inter- 
sectoral and inter-agent interaction leading to consensus on ways to do things. 
Such interactive consensus evolves along the dynamic path of the knowledge- 
induced nature of such interrelavonships. We have thus argued that many of the 
known ways of project financing and project evaluation in mainstream financial 
and economics literature do not hold up on logical grounds of the tenets of the 
Shari'ah 


In this category we have questioned the method of present valuation, 
money value of time, project financing by interest rate instruments and thus the 
concept of resource mobilization versus savings The neoclassical concept of 
factor substitution in the production menu was found to be inapplicable in the 
extensively participatory and complementary relationship between factors and 
between the enterprise and its shareholders Hence joint production and the 
consequential changes in the formulation of the cost and benefit of the enterprise 
were studied In the case of Islamic project valuation, the overlapping generations 
model of asset valuation replaced the present-value model of discounting cash 


flows. 
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It should be the goal of Islamic banks to identify projects by appropriate 
feasibility studies that make all projects funded by the Shan’ah to be socially 
viable while they are privately profitable This again is the feature of 
complementanties between social and economic goals that are attained by the 
Shari'ah instruments in the light of the Tawhidi unity of knowledge When so 
driven by the epistemological vision, no Islamic bank can remain oblivious of the 
stronzly Shuratic Process methodology in its systemic domain or ignore the 
important role of Islamic human resource development in the sense of Tawhid and 
Muamalat or remain independent of the intellection process that goes between 
learning and practice in the Tawhidi worldview. These along with the systemic 
implications of the methodology and its application are derived from the Tawhidi 
foundation of the Islamic worldview. They cannot be derived by rationalistic 
approaches or by invoking Islamic implications without consciously mvoking the 
Tawhidi methodology of unity of knowledge in reference tw its systemic 
conception and application 


CHAPTER 6 


A PARADIGM FOR ISLAMIC BANKING 


Islamic banks as a novel phenomenon in the financial world since the mid 
twentieth century have been construed as financial intermediaries that mobilize 
resources in the direction of projects approved by the Islamic Law (the Shari‘aly 
using Islamic financing instruments (Siddiqi, 1983), Islamic modes of financing 
comprise two basic principles, namely the interest-free financing instruments in 
the private sector and development financing instruments both based on ast and 
profit sharing. Some of the principal instruments involved in such forms of 
resource mobilization are as follows (various Islamic Development Annual 


Reports): 


(1) Trade financing and cost-plus mark-up on traded goods (Murabaha ), 

(2) Profit-sharing (Mudarabah) and equity participation (Musharakah) in 
which cost-sharing among partners is also included, 

(3) Rents on purchased equipment (Ijara), 

(4) Islamic banking portfolio using secondary financing instruments, such 
as shares and stocks revolving around the above-mentioned 
instruments. 


However, the financial resources are to be mobilized with the important 
condition of keeping the Shari’ah in view. They are therefore to be directed into 
the Shari'ah recommended projects and goals. Thereby, socio-economic 
development and ethical prerogatives become part and parcel of the Islamic 
financing modes, Being so, Islamic banks have a mandate that extends beyond 
simply serving its clientele by securing funds in the above-mentioned kinds of 
portfolios. They become development institutions, and thereby, play an important 
role in the economic and moral uplift of the Islamic society or community from 
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the viewpoint of the Shari'ah Islamic banks are thus to co-operate between them 
and with other national development institutions in accordance with the spirit of 
co-operation upheld in the Shari'ah for the benefit of all 


Precepts of the Shari'ah that Should Guide the Goals and Instruments of 
Islamic Banks 


What are the precepts of the Shari'ah in the financial field? They are w establish 
social security, property rights and the nghts of progeny, In the extensive domain 
of te Shari'ah these goals are combined with the mandate of preservation of the 
Islamic State. 


Within the mix of the above-mentioned the Shari'ah precepts, we find that 
the social, economic and political goals are taken up together with the financial 
ones, These together comprise the totality of the social, economic and political 
development issues of an Islamic society. Hence, when Islamic banks are linked 
with such a comprehensive network of goals in the light of the Shari'ah, the 
totality of the socio-economic and socio-political goals along with the financial 
ones would predominate in the objective criterion of an Islamic bank. 


For example, in the attempt to secure the funds of its clientele in the 
Shari'ah recommended ways, which comprise the tenet of securing property 
tights, the Islamic bank must embrace the other Shari'ah tenets as well. Thereby, 
socio-economic development goals become important in the Shariah determined 
social wellbeing function. 


What is the Social Wellbeing Objective Criterion of Islamic Banks? 


The social wellbeing function as the objective criterion of the Islamic bank 
serving the tenets of maintaining social security, protection of progeny and 


Islamic Banking 161 


preservation of the Islamic State, becomes a description of ways and means of 
financing resource mobilization that establish sustainability and the high ideals of 
the Islamic faith. The last goal involves the principle of Tawhid, that is the 
oneness of Allah (God) as the highest principle of Islam. The model of 
implementing the principle of Tawhid in the socio-economic, financial and 
political order involves organizing the modes of resource mobilization, production 
and their financing in ways that bring about complementary linkages between the 
Shari’ah determined possibilities. In this way, there appears co-determination 
among the possibilities, evolution of the instruments to be selected and 
implemented by many agencies in society at large. Islamic banks form a part and 
parcel and interconnecting medium of this lively developmental organism 


The developmental possibilities are realized both by the medium of 
discourse between management and shareholders of an Islamic bank as well as in 
concert with other Islamic banks, the central bank, enterprises, government and 
the community at large. In this way, a vast network of discourse related 
networking and relational system is established between the Islamic banks and the 
socio-economic order as a whole. Such unifying relations as participatory 
linkages in the economy wide sense convey the externalized meaning of Tawhid. 
This highest principle is now understood as the unity of knowledge emanating 
from the oneness of Allah as the one, who is completeand absolute in knowledge 
The external meaning of Tawhid is now explained in terms of an increasingly 
relational, participatory and complementary developmental order wherein 
possibilities unify among themselves. This unification process and sign in the 
extemnalized world is a meaning of the principle of Tawhid as we live it, The 
discourse related process and institution of determining such unifying possibilities 
by Islamic banks within the comprehensive outlook of the Shari'ah is called the 
Shura of the Islamic banks. 
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In the end, by combining the totality of the Shari'ah precepts, Islamic 
banks become as much investment oriented financial intermediaries, as they are 
agencies of sustainability of the socio-economic order, the socio-political order 
and preservation of community assets. It is now obvious that Islamic banks even 
when using the most modem kinds of instruments to attain such goals and sustain 
them over the long term would promote human resource development. In this 
way, the internal efficiency of Islamic bank and its informed connection with the 
community at large can be hamessed. Yet human resource development as a 
powerful instrument that causes Islamic banks to become development centered 
financial organisms in the total life of the Islamic community should be 
appropriately determined in the light of the Shari'ah 


Take for example the questions relating to analytical methods of project 
evaluation. While it would be necessary to understand the complex methods of 
asset valuation from the viewpoint of intcrest-based concepts of the time valuc of 
money and the like, yet the truly Islamic methods of project evaluation would be 
central to the training of human resources in Islamic banks. In the same light, such 
training is to be imparted to the community through educational and practical 


training programs. 


Likewise, human resource development for project evaluation, technical 
assistance and feasibility report preparation on projects must keep in view the 
integrated outlook of the Islamic econo my keeping the goals of the Shari‘ah in 
mind, This can be realized by using a model of linkages among economic sectors 
that together can mobilize money into real economic activities and thus deter 
funds from speculative ventures, portfolio investments, bonds and money market 
funds. 
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On the other hand, resource mobilization wm all avenues of the Shan'ah 
recommended possibilities should be promoted so as to create a close link 
between monetary aggregates and real productive activities. The nature of money 
now turns out to be endogenous through its circulation in the real economy as a 
‘quantity’. Money is not determined in this case by money demand and supply 
concepts, since money does not have a market of its own, as in the case of goods 
and services. Instead, there are markets only of real goods and services that value 
the worth of money in the first place Besides, such goods and services are those 
that are recommended by the Shanah in the light of wellbeing and linkages to 
generate complementary relations between various possibilities. On the basis of 
such real market exchange, real returns are measured i terms of prices, output 
and profits These m tum determine the retum on money. Islamic banks thus 
become important links between the national central banks, the economy and 
community in realizing such endogenous money-market interrelations 


The Nature of Balance Sheet of an Islamic Bank in the Absence of Interest- 
based Financing 


Given below is a model of the balance sheet of an Islamic bank in the ight 
of the above-mentioned kind of general system of interactive, integrative and 
dynamic relations between money and the real economy. It reflects the valuation 
of asset and lability in the perspective of the endogenous mterrelationship 
between financial flows and the real economy in terms of a developmental 
outlook. This is seen as the sure way to reduce interest rates in an economy wide 
sense (Choudhury, 1997) 
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Table 6.1: Model inter-Islamic Bank Balance Sheets in the Case of 
Endogenous Money 


Balance Sheet for Islamic Bank BI Balance Sheet for Islamic bank B2 
Initial deposit = ID 1.00 Initial deposit = 0 

Reserve ratio =r = 0 new deposit = | g> 

Retention = 1g: retention = 1 gs gs 

Loan investment (spending) loan = 1g: -l.g> 2) * las" 


In joint venture © | g> 


[D = Islamic Dinar 


In Table 6.1, let us explain the relationship between the reserve nitio, r’, 
and inter-bank loan flow as demand for liquidity for undertaking investments or 
spending Spending of all kinds in the ‘good things of life’ as prescnbed by the 
Qur'an gives the meaning of resource mobilization of both physical and financial 
resources. Since inter-bank loans for liquidity will increase m the face of 
increased demand for investment (spending), therefore, the reserve ratio, 1’, will 
decrease. Now the change in the quantity of money (M) is related to the change in 
the demand for liquidity (D), dD, by the multiplier, dM = dD/r’_ dM is inversely 
related with r Investment (spending) demand increases as r° decreases and vice 
versa. See Choudhury (1998) for details 


BI and B2 are two Islamic banks engaged in inter-bank loans. In a joint 
financing of venture (Mudarabah and/or Musharakah), let g) denote the retum to 
BI This return then forms an asset of BI Let g) denote the retum to B2, which 
then forms a lability to B1. Likewise, g> forms a retum to B2 and a, forms a 
habrhity to B2 


New money in the economy equals the amount of investment (spending) 
equal to LID go. In this way, in a multiple inter-Islamic bank loan-flow under joint 
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venture, the total quantity of new money or investment capital (spending) arising 
from 11D of initial spending equals, 


etete tet + pil +(e dl-e) (6.1) 


The total amount of spending, Sp, which must be matched by the quantity 
of endogenous money in circulation is now given by, 


Sp= ID +p +g? + mt +@* +... =(1+p-@' Mi-@?) (6.2) 
To a linear approximation the above expression reduces to, 
Sp = new money = 1 +g. (6.3) 


Likewise, for M ID of initial spending as endogenous money, the total 
money creation or new spending equals M(1 + g). Since g is determined by the 
growth of real sector output, therefore, money is created in exact equivalence with 
this growth rate, For the concept of endogenous money see Choudhury (1997). 


One of the many healthy consequences of endogenous money is that 
inflation remains controlled, since the value of transactions (as a reflection of 
investment or spending demand) per unit quantity of money in circulation remains 
stable. Another implication of endogenous money is that it creates a currency 
denominated economy rather than demand-supply of moncy based on promissory 
notes and thus on an interest-bearing reserve ratio set both between the central 
bank and commercial banks and by the excess reserve ratio #t by commercial 
banks. 
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A Contrasting View Between Endogenous and Exogenous Money Supply by 
Banks 


The contrast between endogenous and exogenous monetary systems is this. 
Assume that ID} =$1 


Balance Sheet for Conventional Bank Bl Balance Sheet for Conventional Bank 
B2 

Initial deposit = $1.00 Initial deposit = 0 

Reserve ratio = r= 10% new deposit = 0,90. g> 

Retention = 0.90.4 retention = 0,90.@.g5 

Loan = investment (spending) loan = 0.90.2 -0.90.g gs = 0.90.g)7 


In joint venture = 0.90. 


The central bank reserve is 10%, Hence, dM = [dD/0.10)$ > ID dD; (6.4) 
Sp= HD+ +g? +e re'+....., = $0.90x(1 + 2 - ey M1 g?) 
<ID Ix( + @- &' W(L- gs”). (6.5) 


The following shows the contrast between the two monetary systems with 
respect to the goals of economic stabilization and economic growth. Stabilization 
in the exogenous (fractional reserve monetary system) is passed on to the central 
monetary authority using the reserve ratio. Besides, the central bank reserve is 
positively related with the interest rate, in that as the savings increase with higher 
interest rate the central bank reserve increases by the amount of the new deposits. 
Furthermore, if there is pursuit of aggressive monetary policy by the central bank, 
both the reserve ratio and the prime rate of interest may move upwards together. 
Now a higher amount of monetary contraction occurs by the twin decrease in dD 
and r. This can be seen in the expression (6.4). This will cause even a lower 
difference in the much-desired reserves of the central bank for transaction 
purposes in the exogenous fractional monetary system than in the 100-percent 
Teserve requirement monetary system. 
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In both of the above cases with exogenous money in fractional reserve 
monetary systm, Sp decreases, so that the role of the real economy in terms of 
spending in the Shari'ah outlets (socially productive and useful) for economic 
stabilization is reduced and taken over by the central bank’s function affecting 
reserve ratio and the prime site of interest. The withdrawal of resources from 
spending causes a lower rate or a volatile rate of return in economic and financial 
activities, Consequently, the growth rate of the money-real economy relationship 
in 100-percent reserve requirement monetary system is higher than the growth 
rate of the fractional reserve requirement monetary system. 


Spending as the Resource Mobilization replacement for Savings and Monetary 
Reserve 


The example given above brings out the nature of spending in the Shari'ah 
recommended market activities as the source of economic stabilization, economic 
growth and social wellbeing. The last concept was explained above substantively 
in terms of the Tawhidi principle of universal complementarities (complementary 
relations) between all Shari'ah-recommended goods and services, 


Total spending variable, S, can be related to real output by the equation, 
S=A(Qip)’, (6.6) 


where, Q denotes nominal GDP; p denotes the price level; A is a constant; b 
denotes the spending elasticity of Q’p 


Expression (6.6) is written in terms of growth rates as, 


857 4).2o* CB (6.7) 
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where, gs denotes the growth rate of spending; 
Sq denotes the growth rate of output; 
@, denotes the growth rate of an unaccounted for random variable. 


It is known that the real aggregate demand (spending) function would be 
flatter than the supply curve of real output. Hence, gs < g> Therefore, the rate of 
growth of real output growth is expected to be higher than the real spending rate, 


The above result is affirmed by Metwally (1989), who found statistically 
significant relason between real output growth and investment growth, 
investment being the second major component of total spending in the aggregate 
demand function. Since real output growth rate is an indicator of real productivity 
growth we conclude that inflation is checked when the rate of growth of real 
productivity exceeds the rate of growth of spending and which in tum is a 
significant positive function of real MI. 


Interest Rate Effect on Money Supply 


Metwully also estimated that the rate of interest has a significantly negative 
relationship with the rate of growth of money demand (M1). Now by combining 
the above results we deduce the following results: 


iL= Spending T= Investment T=> rate of retum, r increases and stabilizes T=> 
stability in MIT = inflation stabilizes, (6.8) 


Expression (6.8) can be extended to the following circular relationship 
under the effect of a sustained reinforcement of the result of (6.7) on the basis of 
preferences to spend in the ‘goods things of life’ as the Qur'an encourages 
spending in ‘moderation’ on the Shari'ah recommended goods and services. The 
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resulting ‘unspent’ financial resources is not to convey the wea of 
macroeconomic ‘saving’, which is driven by the rate of interest Contrarily, as 
argued in the appendix to Chapter 2, the concept of resource mobilization through 
Shariah instruments is contrary to the idea of withdrawal from the resource 
mobilization cycle when banks operate on lending and borrowing on the basis of 
Savings that give a rate of interest, that ts a pre-fixed price of ‘saving’ as money 
capital 


Stable r => inflanon stabilizes > further spending T=> M1 T=> circular causation 
(6.9) 


A strongly endogenous relationship im this circular relation is proven by the 95% 
level of significance in the t-statistic for the estimated coefficients in Metwally’s 
regression system. What 1s left out of Metwally's equation ts circular causation 


The conunurty of the circular causation in expression (6.9) would depend 
on the formation of preferences towards productive spending in accordance with 
the Shari‘ah, that 1s m accordance with the usage of the Shari'ah-based financial 
instruments that generate complementary relations between money and the real 
economy and thus bring about Imkages in the general equilibnum system of 
interaction, imtegration and creative evolution of the money and spending 
vanables. The preferences so formed are carriers of the knowledge production in 
the general equilibrum system of interrelations centered on Tawhidi causality of 
unity of knowledge between Shari'ah possibilities. The final implication then is 
that Metwally’s results, which were time-dependent regression estimation, do not 
produce the circular causation as we have implied out of the first round in the 
one-directional results of expression (6.8) Only recursive contnuity of 
knowledge formation can regenerate the process shown in expression (6.9) This 
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requires institutional sensitivity to the ierrelated process in the case of the 


money-real economy linkage issues 
Evolution of Islamic Banks 


We have now explained the Islamic banking concept in the framework of a 
general system of relations. Islamic banks are seen to involve themselves as 
financial intermediaries and investment-oriented institutions in bringing about 
wellbeing of the community, society and the economy in the light of the Shari'ah 
Next we will examine what role Islamic banks have played in recent time in these 


directions 
Historical Performance of Islamic Banks 


We first examine the recent portfolio of financing made by the consortium of 
Islamee banks globally (Intemational Association of Islamic Banks, 1988) First 
we will examine the Islamic banks’ balance sheet dunng the early years. We will 
then examine the recent performance of Islamic banks m different parts of the 
world. We will infer what structural change has taken place in recent times from 
the past trends in Islamic banks’ financing Specific cases will be mentioned here 
including the experience of Islamic Development Bank. It should be remembered 
nonetheless that IDB being a regional development bank, it functions differently 
from an Islamic bank. An Islamic bank 1s a private sector financial intermediary 
It ts subject to the statutory monetary policy requirements of the central bank of 
the parent country of the bank. 


In the early years between 1987 and 1988 alone, the aggregate balance 
sheets of Islamic banks showed an increase in the balance of accounts by 7 4 per 
cent This increased further by 14.9 per cent m 1989 over 1987, Total assets 
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increased by 107.4 per cent between 1987 and 1988. Shercholder's equity 
increased by 12.4 per cent from US$469.3 million in 1987 to US$527.3 millions 
in 1988. Net distributed income increased from US$230.3 million in 1987 to 
US$280,1 million in 1988, a growth rate of 21,7 per cent. Rate of return on total 
investments was 15.8 per cent between 1987 and 1988. Equity volumes increased 
by 50.3 per cent, while the rate of return on equity was 18.6 per cent between 
1987 and 1988. Total rate of return on capital was 18.6 per cent in 1988. Net 
profit rate was 11.1 percent in 1988. 


Much of the high returns were due to concentration of resource 
mobilization in trade financing (Murabaha), Equity financing and joint ventures 
formed a distant smal! ratio. Hence in the aggregate, Islamic banks performed 
remarkably well during this early period of time as far as financial retums on 
Murabuha were concerned. Shareholders' wealth was thus well protected by this 
financial instrument. 


The 1988 sectoral allocations of sclected Islamic banks resources are 
shown in Table 6.2. We note from it that agricultural and social allocations were 
minimal, except in the cuse of Sudan Islamic bank. 


Table 6.2: Sectoral Allocation of Investment of Islamic Banks (Percentages of 
Total Financing) 1988 


Faisal Islamic Bank of Egypt 
Industry 30.6 
Trade 304 
Agriculture 30 
Other sectors 36.00 
Total 100,00 


Dubai Islamic Bank 
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Trade 90.6 
Services & Family 76 
Other sectors 18 
Total 100,00 
Sudan Islamic Bank 

Agriculture 34.0 
Industry 23.5 
Trade 10.8 
Transportation 10.0 
Other sectors 21.7 
Total 100.00 


Faisal Finance Institution Inc, Turkey 


Metal industry 26.3 
Chemical & Petroleum 17.8 
Clothing 16.7 
Food 79 
Tools 5.7 
Paper & printing $3 
Agriculture 16.9 
Contracting 34 
Total 100.00 


Source; The Aggregate Balance Sheet of the International Association of Islamic 
Banks, Cairo, Egypt, lAIB. 


Recent Performance of Islamic Banks 


In recent times, Islamic banking and financing services have increased 
phenomenally around the world, There now exist 150 such banks spread over 
most countries of the world: Yet, the same trend in financing is found to intensify 
with a concentration around Murabsha (trade financing). Equity participation and 
profit sharing have remained distant minimum in the total allocation of resources. 
Secondary financial instruments in accordance with the Shari'ah could not be 
developed so as to give rise to a viable Islamic capital market. Islamic financial 
instruments are therefore traded in conventional stock markets. As a result, 
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neither the developmental aspects of Islamic banking in favor of realizing an 
Islamic economy nor the distributive goals for the poor and marginal enterprises 
could be attained. 


The reason for this shortcoming of Islamic banks could also be due to the 
prevalence of interest-based banks in the economy where Islamic banks are minor 
participants. Moreover, Islamic banks operate under the laws of their country's 
central bank, which is driven by non-Shari'ah laws. 


Case Studies 
Bank Islam Malaysia Berhad 


Bank Islam Malaysia Berhad, one of the most progressive Islamic banks in the 
world today, quoted the following proportions of their Mudarabah and 
Musharakah funds (BIMB, 1994). Mudarabah financing stood at 0.21 per cent of 
the total financing in 1993 and 0.34 per cent in 1994, Musharakah financing stood 
at 1.85 per cent and 1.81 per cent, respectively, for the same years. These funds 
held by shareholders did not involve any active stakeholding and participation in 
decision making except for major shareholders. The bank acted as management 
participant, Mudarib, on behalf of its customers to make all decisions singly, Thus 
@ principal-agent relationship existed in financial management and decision- 
making. Mudarabah and Musharakah became sleeping partnership in financial 
contracts between the clientele and the bank (Choudhury, 2001). 


174 Islamic Economics and Finance 


Al-Rajhi 


In the case of Al-Rajhi banking and Investment Corporation in Saudi Arabia, 
Islamic banking services have shown good share values in its various Islamic 
financial instruments. This is indicated by their appreciating unit values. As 
shown in Table 63 for Al-Rajhi banking services, unit shares of all funds 
increased within the span of a mere single week. Yet the condition behind all 
these instruments is their nature of fixed deposit without dividends allowed to be 
withdrawn in the short-term (internet version, 4/22/01). 


Table 6,3: Al-Rajhi Islamic Banking Services: Current Unit Price 
(Dated 4/22/01 internet version) 


Name of Fund Unit Pnee Unit Pres 
Commodity Mudarabah Fund $1,580.73 $1,579.31 
Local Shares Fund SR3,651.81 SR3,636.02 
Global Equity Fund $139.98 $138.37 
Fund for Egyptian Shares $55.60 $53.65 
Middle East Equity Fund $92.69 $91.08 


Balanced Fund - | $1.1129 $1.1079 
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In April 2001 (internet version April 29, 2001), Al-Rajhi Islamic banking 
service posted 17.5 per cent increase in its profits over the first Quarter a year 
ago. During this quarter sharcholders’ equity capital increased by § per cent, that 
is to Saudi Riyals (SAR) 7 billion. Customer deposits rose to SAR 37 billion and 
operating revenue stood at SAR 904 million. 


Al-Rajhi has much of its Islamic funds in fixed deposits revolving around 
several kinds of Islamic financing instruments. Fixed deposits although good for 
affluent investors, who do not need to cash off in the short run, are not conducive 
for the marginal depositors and enterprises. Financial needs and exigencies affect 
marginal clientele continuously over the short run, particularly in financial 
markets and economy that have become volatile these days. Hence a good degree 
of liquidity should be available to marginal depositors upon demand. Flexibility 
of cashing off without penalty to depositors should mark the feature of such 
funds, This would establish one of the conditions of the Shari'ah, which is easy 
access to property nights by the needy depositors. 


It is also found that some of the unit values are too high and may preclude 
small-scale investors from enjoying such financial instruments, [It might be good 
to think of diversifying the large unit value shares into shares of smaller ones with 
affordable unit values. The result would be both product and risk diversification 
without diminution in the total unit value of shares. A good area to so diversify 
the shares is unit trusts with sectoral diversification. Linkages between sectors can 
then be generated by means of the Islamic financing instruments as a sign of 
economic development. 
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Islami Bank Bangladesh Lid (118L) 


The Islami Bank Bangladesh Ltd is one of the most successful and prominent of 
Islamic banks internationally. From a cursory examination of its performance data 
we can deduce the level of popularity and financial stability of IBBL. Much of the 
information given below is sourced to Rahman (2001). 


Table 6.4 (see statistical appendix) gives the ranking of IBBL with respect 
to selected prominent private sector banks in Bangladesh, The level of popularity 
of IBBL can be deduced from her significantly highest volume of deposits. The 
highest volume of investment made by IBBL shows the effective mobilization of 
the deposits into productive outlets rather than holding them in the form of liquid 
saving. Consequently, the investment/deposit ratio is the second highest. Her 
financial productivity measured by income/employee is near to the highest. It is 
also found that the highest volume of investment results in attractive dividends 
out of total income. This aggregate figure on investment as resource mobilization 
over-rides a slightly lower investment per branch. This consequence shows up in 
a slightly lower net profit level. But such an indicator is a signal to the common 
shareholders’ wellbeing that IBBL keeps in view. Despite the lower retained 
income after dividends are declared, this indicator of popularity of IBBL. does not 
result in lower incomes, which is seen to be near to the highest level. Popularity 
and competitive position of IBBL is also pointed out by her number of branches, 
which is higher than all other Islamic banks, Total employment figure is therefore 
the highest, although manpower per branch is the lowest. But when tallied against 
the investment per branch, the technical efficiency (investment per 
branch/manpower per branch) is the highest. This again reflects the highest. 
technical productivity level of IBBL of all the conventional banks compared with. 
The highest efficiency level of IBBL is shown by her lowest cost of fund per 
branch, which over-rides the slightly higher total cost of fund. This again is an 
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indicator of client-friendly banking procedures, which increases the popularity of 
IBBL. among clients, especially among the microenterprises in Bangladesh. 


International Consortium of Islamic Banks 


The following abbreviations are used in the following tables: 

BIBB: Al-Baraka Investment Bank of Bahrain; BIB: Bahrain Islamic Bank 
FIBB: Faysal Islamic Bank of Bahrain; IBBL: Islamic Bank of Bangladesh Lid. 
DIB; Dubai Islamic Bank, FIBE: Faysal Islamic Bank of Egypt; 

JIB; Jordan Islamic Bank; KFH: Kuwait Finance House; 

BIMB: Bank Islam Malaysia Berhad; QIB: Qatar Islamic Bunk 


On the financial stability indicators we find that total assets of IBBL 
increased at a handsome steady rate (Table 6.5 in the statistical appendix), 
Likewise, in comparison with several banks [BBL's statutory reserve is sound 
(Table 6.4). Revenue stream and equity streams are likewise competitive (Table 
6.5). 


We tum next to many such Islamic banks, which together have performed 
with sound financial stability and have been popular among their clients. Table 
6.5 shows that except for some volatile movement in deposits for BIBB, in 
deposits, equity, assets and revenue for FIBE and BTFH, most other Islamic 
banks have recorded medium to healthy growth in all the critical financial 
indicators. 


Finally, Table 6.6 (statistical appendix) shows that the Rate of Return on 
Assets and the Rate of Retum on Equity have both been significantly positive and 
on an increasing trend between 1990-98, These figures being positive, they 
indicate that Islamic banks internationally are fairly solvent. 
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Islamic Development Bank 


In recent times, the Islamic bank financing concentration im foreign trade has 
continued, because this instrument was found to be the most profitable and 
attractive by its low risk. Foreign trade financing comprised 72 per cent of total 
financing of IDB on a cumulative basis between 1976 and 1995, Of this, much 
was on short-term trade financing. Long-term trade financing comprised a mere 
2.87 per cent of total trade financing between 1976 and 1995, Yet foreign trade 
financing instrument is not of a developmental type. Dependence upon imported 
goods and inputs from non-Muslim countries can increase the debts of importing 
countries and IDB member countries’ currency depreciation. This problem was in 
fact noted with the foreign trade portfolio of IDB during the 1980s. In spite of the 
concentration of IDB financing in foreign trade, inter-communal trade among the 
member countries is a mere 9-10 per cent of their global trade since many years 
now. Member countries’ global share of trade was a mere 7 per cent in 1995. 


Over the twenty years period, 1976-1996, IDB had financed only three 
profit-sharing projects, Financing in these comprised only 0.15 per cent of total 
project financing (IDB, 1996). Recently, IDB has established a number of co- 
operative projects with Islamic banks. The emerging Islamic Banks’ Portfolio for 
Investment and Development is a fund jointly established by IDB and Islamic 
banks along with other participants. Between 1988 and 1996 a total of USS100 
million was allocated in syndicated operations, [DB's participation was 24.5 per 
cent. Islamic banks' portfolio comprised 8.7 per cent. IDB's Unit Investment Fund 
comprised 5.8 per cent. Pension Funds comprised 3.5 per cent, Other Islamic 
banks held 57.5 per cent of their assets in this portfolio. Such syndicated” 
operations have been opened up in only two countries, Pakistan and Egypt, and 
then too they comprise only lease and trade financing operations. It had only 5.5 
per cent of total IDB financing between 1976 and 1995. Participation in Islamic 


Islamic Banking 179 


banks’ portfolio is of a shareholding type, that is Mudanb type, whereby IDB acts 
as the manager of the Islamic banks’ portfolio. 


Inferences Drawn 


From the quantitative picture given above it is clear that Islamic banks have done 
well in being profitable institutions towards maintaining the liquidity position of 
their depositors and shareholders, Yet the element of socio-economic 
development and a better prospect for diversification of project financing 
instruments is lacking. Consequently, the full impact of Islamic banks in 
development financing and in establishing sustainability of an Islamizing 
community remains a potential problem. Social wellbeing of the type we have 
explained in this paper in terms of measuring and directing complementary 
relations among the Shari'ah recommended possibilities, needs more extensive 
networking and complementary relations among the financial and socio-economic 
development goals in accordance with the tencts of the Shari'ah. 


Conclusion 


We have noted in this paper that Islamic banking in accordance with the Shari'ah 
precepts is a landmark in new paradigmatic thinking interrelating finance, 
economy, community and society. Islamic banks are therefore to carry out their 
operations and organize their plans and programs according to such a general 
systems outlook of finance with socio-economic development. It would then 
combine the goals of economic efficiency (growth) and social justice into 
complementary relations with each other, Such a model of socio-economic 
development is very different from the financial, economic and social models we 
are facing in the present age of capitalist globalization. To achieve the 
complementary goals and so actualize wellbeing for all, Islamic banks ought to 
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focus on both financing as well as development in accordance with the tenets of 
the Shari'ah. We have laid down this perspective in this chapter. 


We have also noted that Islamic Banks worldwide have done fairly well in 
terms of their financial stability and popularity among clients. In accordance with 
the arguments of this chapter respecting the complementarities between 
economic/financial efficiency and social perspectives, the simultaneously good 
performance on popularity indicator and financial stability brings out this point of 
the wellbeing objective of Islamic banks measuring such complementary 
relationship. That is a most powerful implication of the unity of knowledge in 
systems according to the Tawhidi paradigm that we have presented. 


These are indications that there is a rich premise for the normative 
principles of ethics and values emanating from Islam to be incorporated in the 
matters of money, finance, accountability and the real economy. In the context of 
volatile capital markets it is all the more necessary to start thinking of and 
organization along lines of the money, finance and real economy linkages within 
corporate and national accounting systems, Such a bold experiment could save the 
prevalent equity markets from the vagaries of short-term interest-based 
fluctuations and the jitteriness of investor and consumer preferences now being 
seen in regards to continuous capital movements across risky portfolios of 
securities, shares and bonds yielding low rates. 


Throughout this book our argument in terms of the knowledge-centered 
worldview of Islamic economic and financial issues as for all issues of the 
Qur'anic world-systems is that product and risk diversification are automatically 
realized, In realizing these attributes the interplay of markets with guidance by 
polity must conjointly lead the way towards transformation and organization of 
household preference, production menus and public and social policy selection 
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and their enforcement. Stability and spending are automatically increased in the 
face of such diversification. But on the same argument, diversification, linkages 
and complementarities are coterminous attributes of the knowledge-centered 
world-systems in which economic and financial matters abound, Thus an Islamic 
polity-market interaction, integration and evolutionary dynamics underlie the 
structure of a coterminous interrelationship between portfolio diversification in 
aceord with the real markets and by its risk diversification in a broad meaning of 
participation on all fronts, 


STATISTICAL APPENDIX TO CHAPTER 6 


Table 6.4: IBBL. vis-a-vis Private Sector Banks in Bangladesh (as on December 31, 
1997) 
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Table 6.5; Annual Growth Rates for Some Key Variables of Selected Islamic banks 
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Table 6.6: Percentage Rate of Return on Assets (ROA) and Rate of Return on 
Equity (ROE), Islamic Banks Internationally, 1990-98 


ROA ROE 
1990-94 1994.98 1990-94 1994-98 
RBIC 838 37 259 25.6 
KFH 04 22 66 293 
BIBB 12 24 3.6 73 
BIB 09 i 10.8 tt 
FIBB 5,45 49 168 1s9 
FIBE 02 o1 37 13 
pip 0s 06 87 8s 
iB 09 08 192 3 
1B 04 i 23 164 
BBL 14 329 288 
BIMB 11 09 13.2 132 
BIFH «18 13 429 383 
Sunple 
Average 19 23 199 221 


Source: Rahman, op eit 


On an epistemological level of thinking we should note the nature of the 
Islamic rate of return as opposed to the conventional conception of the rate of 
return. The Islamic concept of the rate of return does not solely depend upon 
monetary return but also includes social satisfaction drawn from obeying the 
Tawhidi law. The objective of the investor and the consumer is not to carn the 
highest rate of return on their outlay of funds. Rather it is to combine the material 
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reward with the Islamic valucs emanating from a Shari‘ah type project. In the X- 
efficiency sense the total rate of return as the compound function of the private 
and social rate of return in the Shari'ah perspective. Such a concept of the total 
rate of return in the Shari'ah sense ought to guide the project evaluation and 
calculation of retums of an Islamic bank. 


CHAPTER 7 


A MONETARY SYSTEM WITH 100 PER CENT RESERVE 
REQUIREMENT AND THE GOLD STANDARD 


In the economic literature exogenous money and endogenous money are defined 
in the following way (Desai, 1989) Say the money aggregate M is related to three 
vanables, x denoting price, y denoting output and z denoting other variables. M is 
endogenous if the followimg circular relations hold and are both explainable as 
well as estimable 


M = fl(x,y,z), Xef2(M,y.z),  Y=f3(x,M.z);  Z=f4(x,y,M) (7.1) 


These relations between the endogenous (circularly related by causation) 
vanables would show strong endogeneity if the estimated relations are stanstically 
significant and thus lead to robust predictions of any one variable with respect to 
the other ones. Otherwise, the relationship 1s weakly endogenous, differentiated in 
reference to given levels of statistical significance. On the other hand, if one of 
the relationships mm (7.1) ts violated or 1s not estimable then the system ts 
exogenous and this independence between the given vanables also causes 
independence of the monetary aggregate from the other variables in the system of 
relationships 


Choudhury (1997, 2001) expanded the system (7.1) to show strong 
emdogeneity by making “z’ as a knowledge variable that is causally related to and 
thus enacts the causal relationship between all the variables. The ongin of ‘z’ as 
knowledge variable in this sense of its universality and interconnectedness 
influencing all the vanables is a substantive issue of an epistemological nature in 
Islamic socio-scientific theory Within this broad area, money interrelates with x 
and y through their causal relationship with z as the knowledge variable The 
result is a knowledge-induced circular wterrelationship between x, y in money- 
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economy interrelated endogenous system. Thus endogenous relationships between 
money and the real economic vanables x and y through the primal role of the 
knowledge vanable in the system is a matter of substantive conceptualization and 
application that demands structural changes of a normative type involving polity- 
market interaction and all that this involves in a knowledge-induced evolutionary 
general equilibrium framework of political economy (Choudhury, 1996) 


Choudhury (1991) has also shown that the strongly endogenous monetary 
relationship can exist under the necessary and sufficient conditions of, (1) a 
knowledge-induced evolutionary system of interactive, integrative and dynamic 
interrelationships (referred to mterchangeably as the UE-process or the Shuratic 
process, briefly explained below) and (2) a 100 per cent reserve requirement 
system backed by the gold standard im the knowledge-induced evolutionary 
system of political economy These are substantive concepts that will be 
explained briefly now to lead the chapter to its principal objective 


Objective 


The principal objectives of this chapter are first, to set up the moncy-real 
economy relationship in the light of the Tawhidi epistemology of the knowledge- 
centered gencral system of relationships, in which is money, the real economy and 
other variables. Secondly, we will show that the money-real economy causal 
interrelationship are possible in the presence of a well functioning 100 per cent 
reserve requirement system with the gold standard. We will show that in order to 
render the 100 per cent reserve requirement with the gold standard in Shari'ah 
perspective the background institutional perspectives need to be based on the 
knowledge-centered worldview We will invoke a number of examples to show 
the prospect of endogenous money in establishing economic stability and social 
wellbeing in both the closed and the open economy. Finally, the conceptual ideas 
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and the factual examples presented in this chapter will be followed by certain 
policy implications showing how the stability between money and real economic 
activity, economic integration and self-reliant development arse from the circular 
causation of Shari‘ah-recommended spending as opposed to withdrawal by 
saving 


Definitions 


In the language of the 100 per cent reserve requirement system Y prevails over t 
The implication 1s that the function of money ts understood simply tm terms of its 
relation with Y in the expression, M = M(Y) This expression can be further 
extended by including a rate-of-retum, r(p) on Y as a function of its price p. Now, 
M = M(Y.1(p)). But the way that r(p) arises is of a substanuve nature, which we 
will examine. By extending to vector variables (Y,r(p)), ¢g includmg real 
economic activity (X), economic integration (Y) and respective rates of return, we 
write, 


M=M(Y.r(p)) (7.2) 


In this form of the money equation resembling the quantity theory of money and 
Prices, money denotes the total value of spending Thus the flow of money is 
equated to the value of resource mobilization into Shari‘ah approved directions 


Furthermore, spending in the Shani’ah recommended market activities is 
found to be the source of economic stabilization, economic growth and social 
wellbeing The last concept was explained in terms of the principle of universal 
complementanties between knowledge-induced goods and services, which in the 
case of expression (7.2) are money, output and real rates of returns in terms of 
exchange prices 
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As one example of the form for expression (72), the total spending 
variable S can be related to real output by the equation, 


S=A(Q/py’, (73) 


where, Q denotes nominal GDP, p denotes the price level, A ts a constant, a and b 
are spending elasticity coefficients of output and price level 


Expression (7.3) ts written in terms of growth rates as, 
Be =a Bot © Ba (74) 


where, 2, denotes the growth rate of spending, 
Be denotes the growth rate of output; 
gu denotes the growth rate of the random vanable 


It 1s known that the real ageregate demand (spending) function would be 
flatter than the supply curve of real output. Hence, g, < go Therefore, the mte of 
growth of real output growth is expected to be higher than the real spending rate 


The above result 1s affirmed by Metwalli (1989), who found statistically 
significant relation between real output growth and investment growth, 
investment being the second mayor component of total spending mm the aggregate 
demand function. Since real output growth rate is an indicator of real productivity 
growth we conclude that inflation is checked when the rate of growth of real 
productivity exceeds the rate of growth of spending and which in tum is a 
significant positive function of real M1 
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Interest Rate Effect on Money Supply 


In reference to Chapter 5, parts of which are reproduced here, Metwally estimated 
that the rate of interest has a significantly negative relationship with the rate of 
growth of money demand (M1). Now by combining the above results we deduce 
the following results 


i4=> Spending T= Investment => rate of return, r increases and stabilizes *=> 
stability in MI T= inflation stabilizes (75) 


Expression (7.5) can be extended to the following circular relationship 
under the effect of a sustained reinforcement of the result of (7 4) on the basis of 
preferences to spend in “goods things of life’ as the Qur'an encourages spending 
in “moderation” 


Stable r => inflation stabilizes => further spending T=> M1 7=> circular causation 
(7.6) 

A strongly endogenous relationship in the circular relation underlying (7 6) is 

proven by the 95% level of significance for the estimated coefficients in 


Metwalli’s regression equations 


The continuity of the circular causation in expression (7.6) would depend 
on the formation of preferences of productive spending in accordance with 
Shan'ah, that is in accordance with the usage of Shan‘ah financial mstruments 
that generate complementary relations between money and the real economy and 
thus bring about linkages in the general equilibnum system of interaction, 
integration and creative evolution of the money and spending vanables. The 
preferences so formed are carriers of the knowledge formation in the large general 
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equilibrium system of interrelations. The final implication then ts that Metwalli’s 
results, which were time-dependent regression estimation, do not produce the 
circular causation as we have implied out of the first round in the one-directional 
results of expression (7.5). Only recursive continuity of knowledge formation can 
regenerate the process shown in expression (7.6) This requires institutional 
sensitivity to the Shuratic process in the case of the money-real economy linkage 


issues 


Briefly on Issues Relating to 100 Per Cent Reserve Requirement and the 
Open Economy 


Prices and rates of retum in the 100 per cent reserve requirement monetary system 
are productivity driven within a complementary framework of factor utilization 

Since the rate of growth of quantities of currency money matches with the rate of 
growth of output and ts functionally related with the total productivity in terms of 
factors of production, therefore, the trade sector becomes a component of this 
total relation. Now the price of exports relative to the pnce of imports, which is 
defined as the term-of-trade, is dnven by the same kind of complementary 
consideration in the production menu, The exchange rate as the relative pnce of a 
national currency is simply the relative price of exported-to- imported goods and 
services. This 1s productivity driven in the 100 per cent reserve requirement 
monetary system relating currency money to the real economy Hence, the 
exchange rate itself is productivity driven. Policy regarding monitoring the 
exchange rate is not independent of the money-real economic relationship. The 
exchange rate in this sense remains in a state of float depending simply on the 
market-institution interlinked capability of remforcing the knowledge induction of 
the 100 per cent reserve requirement monetary system. 
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We can prove the market-institutional driven nature of relationship 
between exchange rate, e, and the terms of trade, t, in terms of the export prices, 
p(X), import prices, p(M), with X as exports and M as imports 

e = Currency (national Currency (international) 

= value of spending in exports/value of spending in imports 

= p(X). X/p(M)M 

= p(X)/p(M) (XM) 

=1t(X/M) 


Finally we obtain, e/t = X/M (7.7) 


The relative price, e/t 1s driven by market-institution interrelationship mn the 100 
per cent reserve requirement monetary system This feature is shown by the 
presence of X and M 


The Question of Global Stability by Means of the Shari’ah-driven 100 per 
Cent Reserve Requirement Monetary System 


It 1s clear that the structures of the 100 per cent reserve requirement monetary 
system with the gold standard in the framework of its Tawhidi epistemological 
origin will not be easily adopted by the rest of the world other than the Ummatic 
one Its adoption for the rest of the world will be barred by its reyection by the 
non-Islamic world to cling to the mterest mechanism im economy-wide policy 
formulation, planning and socioeconomic activities. The presence of interest rate 
in financial transactions and its link with economic activity will forever cause 
instability by way of speculation, mcreasing nsky financial and social costs, lower 
productivity and high nsk over all. Such features are today gripping the global 
financial and economic order by mcreasing economic, financial and political 
disorder 
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While the setting up of the 100 per cent reserve requirement monetary 
system will increase the stability, social wellbeme and prosperity of the Ummah, 
this will also cause a natural trend in the Ummatiec transformation to become more 
integrated and self-reliant in trade and development The repercussions of such an 
Ummatic transformation will be felt by the non-Islamic world, though the 
transformation will come about by a blending between market and institutional 
forces. Trade will thus be increased within the Ummah This will cause trade 
diversion away from the non-Islamic world. It 1s therefore impossible that the 
economic stability of the 100 per cent reserve requirement expected within the 
Ummah will be transmitted to the non-Islamic world 


The above trade effects are felt both in the export and import sides. Export 
effect 1s shown by the shift in the Ummatic inter-communal supply curve. Import 
effect 1s shown by the Ummatic demand shift On the side of trade with the 
outside world an increasing product diversification and output expansion will 
follow the Ummatic transformation There will be less dependence on import 
from the outside world Thus, on the matter of imports from the other world there 
is a reduction by the degree of product diversification. Hence, higher terms of 
trade are maintained while preferential trading arrangements exist within the 
Ummah. The role of monetary and financial policy harmonization m the 100 per 
cent reserve requirement monetary system and the institutional transformation 
along with the impact of human resource development will contribute to this 


momentum of change 


The above kinds of changes arise purely under market-driven forces of 
inter-communal trading and development arrangement The shifts in the supply 
curve and the demand curve during post-Ummatic transformation and the 
stabilization of term-of-trade globally are due to developmental impetus within 
the Ummah in relation to the global order 
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Conclusion 


The universal paradigm for all people, civilizations over histoncal times has been 
the praxis of unity of knowledge In the Westem World this unification principle 
has been premised on the maternal forces of nature and systemic symbiosis 
(Barrow, 1991). In Westem and other metaphysical thinking the same idea of 
unification has been premised on a numinous concept of divine unity without a 
cognitive and material function of that unity in experience In Islam divine 
oneness is the source of unity of knowledge in terms of laws and guidance from 
which are derived mules, instruments and mstitunons for various aspects of the 
material and cognitive experiences premised on unification The systemic 
symbiosis that we have explained in terms of the principle of complementarities 
with diversity is brought about by the use of instruments and institutions that 
carry the knowledge-centered worldview for realizing an extensively relational 
experiential order Here the interrelationships between all subsystems are induced 
by the same unique praxis and methodology of the circular causation and 
continuity model of interaction, integration and creative evolution 


Of many such knowledge-centered systems of unity of knowledge 
explainable by the praxis of divine oneness and its world-system ts the paradigm 
of 100 per cent reserve requirement monetary system in which money and its 
function are redefined. Money is now a stock of currency produced by the central 
bank and transacted through commercial banks for financing real economic 
activities. Money is thus equal to the value of total spending m the economy-wide 
sense This concept of money negates savings by resource mobilization in every 
way recommended by Shari'ah for establishing moral and social meaning in terms 
of the wellbeing critenon as the goal 
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Money and asset valuation in the 100 per cent reserve requirement 
monetary system ts further reinforced by an asset backing, which we have treated 
as the gold standard The development currency denomination in terms of the 
gold standard was explained 


For the Muslim world today a re-birth of the 100 per cent reserve 
requirement with the asset backing of the gold numeraire is an essentially 
revolutionary precept. This /dea emanates from the Qur'an vis-a-vis the Quranic 
injunction on trade versus interest, Furthermore, the open economy implications 
of such endogenous money-real economy linkages are profound. They give 
important lessons on the political economy of global relations between the 
Muslim World and the non-Muslim World using an Ummatic transformation 
process with the 100 per cent reserve requirement monetary system, if this was to 
come about in the near future 


The same kind of a monetary system was blessed by the Prophet 
Muhammad to succeed (Allouche, 1994). It is in the books of the early Islamic 
writers on the worldly application of Shari'ah (see Islahi on Ibn Taimiyyah and 
Tbn Qayyim, 1988). Today it stands as the sure revolutionary way for returning a 
great portion of the human kind back to regimes of long-term sustainability and 
stability with extensive wellbeing in focus Such a comprehensive political 
economy of Ummatic transformation with 100 per cent reserve requirement 
monetary system must be taken up as an immediate program for discourse and 
implementation at all levels across the Muslim World 
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It is not unlikely that in a world of bloc regional currencies and the clamor 
for a single global currency (see Chapter 10) there are rumblings of a retum to the 
fixed exchange rate regime. This will automatically be efficacious if the fixed 
exchange rate regime is tied to a retum to the gold standard and to a new way of 
understanding and implementing monetary policy while not neglecting the 
importance of fiscal policy for government role in ethical development. 


CHAPTER 8 


MICRO-MONEY AND REAL ECONOMIC RELATIONSHIP 
IN THE 100 PER CENT RESERVE REQUIREMENT 
MONETARY SYSTEM 


The principal objective of this chapter is to derive a simulative model explaining 
the interrelationships between money, real economy, prices, economic growth and 
social wellbeing. We argue that such a relationship between money and the real 
economy cannot be explained by the existing macroeconomic conception of 
monetary relations, and thereby, by the institutional structure of monetary policies 
in the macroeconomic framework. Substantial changes that follow by redefining 
the money-real economy relations in view of market forces and institutional 
Structure bring forth the study of specific linkages between money and resource 
mobilization within the market order, Here a substantive study of micro- money 


appears. 


Furthermore, in the Islamic framework of reference we find that the 
substantive nature of the model of money and real economy relationship is 
derived from the Islamic epistemological foundations. We will elaborate upon this 
epistemological derivation to establish our moncy-real economy model. We will 
show thereby, that the most appropriate monetary system that results in the case 
of the micro-money and real economy interrelations is the 100 per cent reserve 
requirement monetary system backed by the gold standard (Dinar). 


This chapter is divided into the following sections: Section 1 gives a bref 
review of the literature on the gold standard from which we derive the evolution 
of micro-money in the history of economic thought, In Section 2 we derive our 
own specification of micro-money concept after noting its context within the 
quantity theory of money. In Section 3 we formulate the general epistemological 
background in the light of which our model of micro-moncy and its real economic 
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relations is established. In Section 4 we explain some of the glaring 
methodological contrasts in the concept of micro money between Islamic political 
economy and mainstream economic thought. In Section 5 we connect the micro- 
money concept with a 100 per cent reserve monetary system backed by the gold 
standard (Dinar). In Section 6 we point out other kinds of endogenous micro- 
monetary mumeraire suggested in recent times (Choudhury, 1998). In Section 7 
we conclude with certain policy recommendations in favour of micro-moncy 
within the context of 100 per cent reserve requirement monetary system. 


A Brief Review of the Literature: Gold Standard and the Nature of 
Relationship between Money and Market Exchange 


Within the economic argument of the classical type the gold standard was thought 
of as any similar commodity that could be freely transacted in the market system 
setting its own prices without government intervention, and thereby, causing a 
trend in the general price level in goods and services in exchange (Block, 1999). 
The gold standard was thus thought to be behind the social philosophy of a free 
market and private ownership economy in which most importantly the individual 
made free choices without a state intervention. It is pointed out that over the long- 
run trend in prices and real transactions determined by the gold standard there 
existed a profound stability in the gold price level despite certain short-run 
exceptions. 


Consider the disaggregate version ofthe equation of exchange (Friedman, 
1989, pp.1-40), 


M) V; + MzV3 = PT = Py (8.1) 


Where, M, is the money in circulation in the ith goods basket, 
V, is the velocity of money in circulation. 
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P is the general price level of goods and services transacted in the economy. 

T is the number of transactions performed by the circulation of the quantity of 
money, M;+M;. 

y is per capita national income. 

1 =1,2 goods or markets. 


The identity (8.1) can be generalized to any number of specific 
transactions including the market for securities. The resulting quantity of money 
expressed as the demand for money, M,", then is, 


M.? = P.D(y,w,i, i, u), (8.2) 


where, w denotes the capitalized wealth, 
i, denotes interest rate on money assets. 
i: denotes interest rate on securities. 
i; and & can be furthermore considered as term structures of interest rates 
over different kinds of assets over time. 
u denotes all other variables, most importantly non-bank preferences, as in 
the ‘real bills’ hypothesis; 


Definition and Analytics Concerning Micro-Money 


A generalization of the disaggregate forms of the expressions (8.1) and (8.2) 
brings us to the definition of micro-money. Micro-money is the money in 
circulation specific to particular goods, services, assets, also clientele and thus 
multimarkets. Now to understand the meaning of micro money we must tum 
firstly to the specific markets for real transactions and to the preferences of the 
nombanking agents to determine the quantity of moncy that needs to be in 
circulation to finance such real transactions. 
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Our definition of micro-money requires a broader deconstruction of the 
expressions (8.1) and (8.2) of the quantity theory. The resulting specification 
appears as follows: 


TMV; = rPy (8.3) 


Where, P, denotes price in the ith market; 
yi denotes per capita income in the ith market; 
im 1,2, ..,m 


The expression like (8.3) has not appeared in the equation of exchange 
particularly due to the inability in defining the right hand side in terms of a total 
quantity of money in circulation. However, by allowing for a large number of 
multimarkets with borrowing in the Walrasian sense of the entire economy being 
viewed as the sum total of such equilibrium multimarkets, equilibrium in the 
micro- monetary sector will cause a simultaneous equilibrium in the corresponding 
real goods market (Henderson & Quandt, 1971). Expression (8.3) now devolves 


into, 
MV, = Piy,, for each i = 1,2,,...0 (8.4) 
We re-write (8.4) as, M,V\/Pyy, = M,V/P\y,. 
That is, M,Ve M)V, = Pi’ By = (PP) Oyiy) - (8.5) 
Expressions (8.4) and (8.5) convey the meaning that for the total volume 
of micro-money in financing the nominal value of transactions in the ith market, 


relative prices in money terms between the markets must remain stable and the 
markets must be in equilibrium. This result would assume well determination of 
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the agent-specific preferences as in the case of the ‘real bills’ hypothesis. But the 
same result on the existence of pre-determined stable and equilibrium relative 
prices negates the complex nature of intertemporal pnce and quantity relations as 
explained by Hayek's (1990, 1999 reprints) analysis of intertemporal resource 
allocation. Consequently, the above kind of deconstruction of the exchange 
equation of the quantity theory of money does not contribute to any fresh 
understanding of interaction in multimarkets with the presence of money prices 
affecting exchange prices in terms of the influence of micro-monies in those 
markets 


From the above discussion we note that in the quantity theory of money 
both the analytical as well as the institutional contexts of micro-money fall short 
of their proper definition with respect to real economic transactions. The 
analytical perspective shows a serious problem of aggregation in the micro-money 
model of the quantity theory. The institutional perspective points out the need for 
a new arrangement between the central bank, the commercial banks and markets 
within a gold standard and with the full force of market exchange determining the 
micro-money and real economne interrelationships. We now tum to these issues 


An Epistemological Model of Micro-Money and Real Economic Transactions 
in Islamic Perspective 


The institutional and analytical problems of micro-money im the quantity theory 
of money leads us to investigate whether these problems can be addressed by 
mainstream economics or is another methodology required The quantity theory 
as formulated being an identity, it cannot answer the following question. Does 
money affect price level or does the price level affect money stock im circulation 
through the output effect (Laidler, 1989)" 
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Between the contending approaches we find that money 15 treated in the 
mainstream literature either as an exogenous asset created by the central banking 
authority to establish pnce and output stabilization or when there exists 
endogenous feedback between money and economic actrvities the exact nature of 
the price-money causality is not determined. Furthermore, in all such feedback 
models there exists the permanent prospect for inflationary pressure, as spending 
can forever cause upward pressure on output and prices. In the end, the question 
of stable price and output effects m relation to the feedback between money and 


real economic transactions remains unanswered 


A retum to the gold standard with micro-money in a 100 per cent reserve 
requirement monetary system must analytically answer and realize this very 
missing phenomenon of the money-real economy linkages in the quantity theory 
of money and prices. Our critical project ts now explained by the building blocks 
of an alternative methodology and its institution-economy consequences 


The Tawhidi Epistemological Worldview of Unity of Knowledge in World-Systems 


Our epistemological premise commences from the following argument. Unity of 
systemic knowledge as a relational worldview can be realized by means of 
extensive interaction, linkages, complementarities and their dynamic 
sustainability according to certain precise economic instruments and preferences 
(behavior) that are formed within a political economy that recognizes unity of 
knowledge as its eptstemological premise Parting away with this critical 
foundational assumption of unity of knowledge and its attnbutes in terms of 
specific instruments, behavior and methodology will leave any system of money- 
teal economy relations to evolve by the force of uncontrolled anomie, thus 
leaving indeterminate the money-teal economy speculative feedback unchecked 
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In this chapter instead of divulging the details of the process model of 
interaction, integration and creative evolution (IIE-process) premised on the unity 
of divine knowledge that has been developed in details elsewhere (Choudhury, 
1995), we will briefly delineate and use it for formulating our money-real 
economy model 


Our focus now is on applying the process model of generalized systems as 
reproduced below from Chapters | and 2; 


Primal —» Derivation—+ Process of + Post-evaluation—+ Evolution—...—> Closure 
stockof — of primal deriving by means of of similar —_ in the very 


knowledge knowledge knowledge the social processes large scale 
- flows -flows by wellbeing (TIE-process) universe 
function of the shuratic 
process (8.6) 


In the above string the primal stock of knowledge is the Tawhidi 
epistemology. It explains the fundamental Qur’anic axiom of divine oneness and 
assumes a formal relation in the system (Choudhury, 1995, 1999, 2000). From 
the Tawhidi premise is derived fundamental Shari'ah knowledge as primal 
knowledge - flows, Knowledge-flows so derived at once unravel the spontaneous 
and pervasive unveiling of divine oneness in the all-experiential systems. This is 
the start of the process of deriving knowledge in relation to the unity of the 
experiential systems, We will denote the knowledge-flows by{@) and is derived 
by the exercise of the discursive ITE process, which in accordance with Qur'anic 
terminology is also termed as the Shuratic discourse at the level of deriving 
Shari'ah rules from the episteme of Qur'an and Sunnah. From the organization of 
the world-system in relation to the unity of knowledge-flows comes about the 
post-evaluation of this unity of knowledge by means of the wellbeing critenon 
used by the discursive system. We call this criterion as the social wellbeing 
function. From the post-evaluation of unity of knowledge in the context of the 
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specific problems at hand follow similar relations in continuity until the 
completion of the original stock of knowledge is realized in the Hereafter. Thus 
we realize closure in the very large-scale universe, 


Now to specify, we can imagine two similar strings of relations similar to 
(6), one for money and the other for real economic activities. This mears that in 
the epistemological sense, money is a creation of Allah for its purposeful use in 
attaining social wellbeing. Likewise, the economic order is patterned for the same 
purpose according to ethical values that are to be found in the Islamic Law, the 
Shari'ah. These two together, namely money-real economy relationship along 
with institutional guidance as complementary pairs follow from the Qur'anic 
principle of the ‘paired universe’ in the good things of life. The ITE-processes 
(Shuratic Processes) within and between the money-real economy relations would 
now proceed in the way explained by expression (8.6), 


The functional mappings existing between extensive interactions between 
money and real economy now generate compound functions (Choudhury, 2000a). 
The social wellbeing criterion function resulting from pervasive interaction across 
the interactive, integrative and evolutionary (IIE) branches of (8.6) in the two 
interconnected levels of money and the real economy is represented by non-linear 
and compkx aggregation of the separate wellbeing functions belonging to these 
branches at their nodes, 


The inter-systemic interactions, integration and evolution between moncy 
and the real economy generate a circular causation and continuity mode! of 
unified reality. Such an [E-worldview makes risk-diversification, product- 
diversification, institutional development and participation among the agents, 
variables, resources and their relations to acquire permanent consequences of 
evolutionary learning. Knowledge aygmentation by means of new learming 
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constantly reduces the risk and unit cost of production and investment through 
product-, nsk- and economic- diversification in the framework of the unity of 
knowledge as signified by the pnnciple of universal complementarities across 
diversity 


The Epistemologically Derived Specific Model of Money-Real Economy Relations 


It ts noted that every variable of the wellbeing function is of the micro-type 
Aggregation to higher levels of ethical decision-making is explained by [E-type 
compound mappings that result in non-linear muluplicative indexes. Although the 
IIE-expression (6) ts now generalized to all types of socio-scientific problems in 
the framework of the Tawhidi unity of knowledge, its specificity to the money- 
real economy interrelationship 1s now formulated. The simulative form of the 
money-real economy relationship is explaimed by the following system of 
relationships 


Simulate {8a} [Wis], PX ad Ban] (8.7) 


Subject to the circular causation recursive relanons, 


X asia) = Fa OX palByud), (8.8) 
Bas= Bar (Ou) 1X aOR) (8.9) 
ij (i4p) = 1,2, 


k = monetary system; |= real economy. 

All vanables, (X au, Gas} are to be taken in vector notation. fy; and 
& ws are recursive relations of the circular causation model over 
interaction (i) within and between the k,l-systems 
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Specifically, we can wnte for money and two markets both endowed with 


a limiting consensual value of 8, = 6° over k and |, 


Xas(8*) = (Mas, per. ver"), (8.10) 
k,l «1,2 as k © micro-money specific to two categories of spending 
and valuation in markets, | = 1,2 


The nature of complementarities across diversity and dynamic evolution in 
the wellbeing function is causally linked with complementary relations between 
every one of the variables in the vector (8.10). This means that ethicizing markets 
emerge by complementary spending in real goods and services, whose valuation 
is shown in terms of micro-money supporting such complementary spending 
patterns. Likewise, the existence of regimes of dynamic basic needs as life- 
fulfilling goods cause complementary outputs in the two sets of goods and 
services. There 1s no substitution now, only relative choice within a discursive 
framework interlinking money and real economy through the medium of the 
Shuratic Process, as explained earlier 


Such unifying relations among the vanables require appropriate 
development and policing of money-market linking instruments Examples of 
such instruments are valuation in the absence of interest-based discount factors, 
equity and profit-sharing joint venture instruments revolving around economic 
cooperation, trade financing and secondary instruments that revolve around these 
principal ones. Above all, there is the central role played by human resource 
development along the lines of the Ummatic transformation in the light of the 
Tawhidi worldview. All of these knowledge-inducing factors and instruments are 
compnsed in the 6-induced policies and preference changes determined in and by 
the IIE-process 
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When an evolution from lesser to higher regimes of micro-money and real 
economy linkages are bemg established im the knowledge-inducing systemic 
change, 8-induced policies and preference changes determined in and by the IIE- 
process are once again active in progressively reducing the ‘marginal 
subsututions’ between the goods and services and thus creating greater 
complementary relation between them The unwanted goods and services are thus 
phased out by the 0-induced policies and preference changes determined in and 
by the IIE-process. In this way, the progressive evolution of the interactive and 
integrative processes reflect growing unification and responsiveness between the 
vanables in a regime of change charactenzed by convergence between the growth 
rates of spending and the quantity of micro-money. This ts a sure sign of 
progressive reduction of instability and mflationary pressure in the economy with 
pervasive money-real economy linkages With gains im output arising from the 
side of technological change, organwational efficiency and accentuated 
mobilization of resources (spending) the money-economy interrelationship would 
yield the growth rate of output to exceed the growth mite of spending and price 
level Thereby, a sustained increase in real output growth is maintained both by 
the endogenously allocative and the X-efficiency conditions of the money-real 
economy interrelationships 


We can now wnte down the complete form of the money-real economy 
relationship in the light of the simulative wellbeing goal of the knowledge- 
centered worldview of Islamic political economy Because of the nonlinear 
aggregation due to interaction and relational complementarities that are embodied 
in the wellbeing function, we take it in the muluplicanve form denoted by 
intersection O over j variables interacting across (k,!)-systems 


Simulate (8) W(8) = Cu Xa", (B11) 
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k, | = 1,2 are the money and economy as the two interactive and co- 
determining systems. Xys = (Mi,M),p),p2.¥i.y2} 18 the vector of vanious 
vanables pertaining to markets that are interconnected with the micro- 
money flows. Because of the knowledge-inducing process of the IIE-kind 
all variables mcluding the a, coefficients are 8-induced. We have taken 
this 6-value in the limiting form Xj)" are thus the indexed vanables 
{M),M:,pi,P2.yi.yet by the elasticity coefficients a, , j ranges over the 
given variables. 


The recursive relations according to the circular causation system 


My = fy (Mz,p1,02.91.¥2) (8.12) 
Me = (My. pi.payiy2) (8 13) 
Pi = f(My,.M3,p2,¥i.¥2) (8 14) 
p2 © £(Mi.M2,piyi.yo) (8.15) 
ys = f4Mi.M2,p1,p2.¥2) (8.16) 
ye = fAMi.M2,pi.payi) (8.17) 
0+ = £4(0,.My,.M2,pi,p2,¥1,¥2)- (8.18) 


All of the above variables are recursively 6-induced through the IIE 
circular causation processes. The sign ‘+’ indicates a forward recursive value 
upon the lagged values of both the institutional Shuratic policies and preferences 
and the socimeconomic variables. The recursive lag indicated by *-' is shown to 
govern all the vanables inside the bracket All the functions denoted by fs are 


In a progressively transforming Islamic money-real economy 
complementary system the coefficients of the relationships are expected to be 
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either positive or tending towards positive signs out of progressively weakening 
negative relations. This signifies the passage from a non-leaming system, such as 
the one charactenzed by the neoclassical marginal substitution methodology 
(Shackle, 1972), to regimes of increasingly pervasive complementanties as 
signified by the Shuratic Process or equivalently the IE-process methodology 


The above trends translate into the following analytical results In the 
evolutionary life-fulfilling regimes of development promoted by the Shan’ah 
preference changes and use of instruments selected out of discourse and 
extensions, p; and y, denote pnces and outputs of such goods, respectively 
Thereby, (py cost of production) are distributed among participants in a co- 
operative Islamic political economy This implies that the cost of production is 
also shared and no opportunity cost of production concept can therefore remain 


Spending in the production and consumpuon of y, at prices pj 1s financed 
by M, Thereby, some of the spending flows between production value and 
consumption value of interrelated goods and services. The equations (8 12)-(8.18) 
bring out this kind of interdependence. Such interdependence follows the circular 
causation methodology as epistemologically derived from the extended form of 
expression (8 6) 


Equations (8.12) and (813) are the micro-money equations for the 
quantity of money in circulation in multimarkets Note that interest rates are 
logically ruled out in this system of relations by the absence of the opportunity 
cost of money and real goods and services as s otherwise expressed by their 
relative prices im neoclassical economic theory Marginal substitution hypothesis 
is replaced by the endogenous nature of micro-money pursuing spending in 
interconnected multimarkets. The circular causation process in simulation by the 
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IIE-methodology sustains the evolution of the system of diversity leading to 
pervasively complementary relations through the Shuratic Process. 


We note from the system of complementary relations (8 11)-(8.18) that 
well-defined circular causation exists between money and the real economy. That 
is to say money 4s truly micro in nature as it is in pursuit of financing the Shan’ah 
recommended life-fulfilling basket of goods and services by means of specified 
instruments that promote ethical values and complementanities between ethical 
possibilities. This makes money the valuation medium for multumarket spending. 
Subsequently, new rounds of multimarket spending become the springboard for 
further quantity of micro-money in the economy 


The concept of demand and supply of money now loses significance 
There is simply a quantity of currency as money available from the central 
authority to match up a reflective spending demand in Shan’ah-recommended 
Iife-fulfilling goods and services. Our old ideas of money as medium of exchange 
and store of value Jose meanimg in this case. Since money has no market of its 
own it cannot be a commodity or a factor of production. Money has no intrinsic 
use price It simply comes into use afler the demand signals are provided from the 
spending side. Consequently, money stock cannot be formed by savings in such a 
micro-money and real transactions linkages. Monetary policies in this system 
cannot logically promote savings. Interest-based instruments and speculation 
cannot occur because of the absence of short-term rates of interest: Spending ts a 
source for making production a diversity resulting in the ulumate reduction of 
cost of production by means of nsk and product diversification. Uncertainty is 
thereby controlled and the spending variable causes the growth of money-real 
economy vanables. Stabilization and sustamability are realized by the principal 
action of the circular social causation of the knowledge-induced process model 
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across the ‘wider field of valuation’ in dynamic life-fulfilling regimes of 
development (Myrdal, 1968; Choudhury, 1997). 


From Methodology to Methods: Contrasting the Islamic Micro-Money and 
Real Economy Simulation from the Mainstream Economic Methods 


Apart from the causality and aggregation problems of the equation of exchange in 
the quantity theory of money and the consequential inability to use this equation 
for developing the idea of micro-money, there are other problems that fly from the 
epistemological side of this body of theory into its methods. We will consider one 
such other problem below 


Equation (8.1) 1s revisited in the form, 
MV = Py, (8.19) 
Giving, gut * By ™ gr * By (8.20) 


Now consider the micro-money version of equation (8.1) Can this be put 
in the form (8 20)? No Consequently, the method of quantity theory of money in 
the disaggregate exchange equation does not match up the growth rates of money 
and of the velocity of money circulanon with the growth rate of spending in 
multimarkets. One cannot therefore either aggregate from (81) into (8.19) or 
disaggregate from (8.19) to (8.1), no matter how appealing this would appear in 
the linear form Consequently, we cannot derive micro-money stability and 
wellbeing results from the methodical conclusion as shown above. 


The same question when inquired in the IIE-version of micro-money and 
real economy relavons yields the following result There ts no concept of 
macroeconomic disaggregation of a stock of money M into its micro-monies 
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equating to multimarket spending It is possible only to aggregate the micro- 


monies by the spending formula in particular markets. However, this would not 
yield the concept of the macroeconomic money stock 


For the ith multimarket, 


M, = Sp, (spending in ith multimarket) © pyyi + nies (8.21) 
The intrinsic @-value is subsumed 


Besides, ne = piyi-™, (8.22) 


Here 5 denotes quantity of productive factors, ci denotes unit cost of factor 


use 


Thereby, M, © 2piyi-7i (8.23) 


Since 7, is a proxy for wellbeing at the level of the firm or market, it is a 
simulated target function attaining a given value at the end of every completed 
Shuratic Process, as explained earlier We can differentiate the variables m (8.23) 
primarily with respect to 4-values. The resulting equation 1s, 


Basi Bp * Bi (8.24) 


This is the result corresponding to rates of change with respect to the changes in 
@values in any given completion of process according to the circular causation 
model explained in expression (8.6) or (8.10). With respect to both time variable 
and 6-values we must invoke the epistemological meaning that time is created by 
knowledge and only momentarily they are the same. This is authenticated by the 
Hadith al-Qudsi (divinely inspired Prophetic saying, not revelations) in which 
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Allah declares, “Sons of Adam inveigh against [the vicissitudes] of Time, and I 
am Time, in my hand is the night and day "(A/-Bukhari & Muslim). Expression 
{8 24) can thus be aggregated to maintain the equivalence between total micro- 
money and multimarket spending 


Policy Conclusion 


Today, in the eve of a post-modernist epoch that is dawning before us, the old 
socio-scientific order is up for questioning and rejection in many ways. This is 
giving way to new epistemological roots of intellectual mquiry, discovery and 
innovative applications. The Muslim World today is to assess its station in this 
spectrum of novelty according to her own episteme of knowledge and life. Thus 
far she has failed miserably in all fronts and the aftermath of a global political 
economy of disorder and fragmentation is upon her 


Among the many issues that assume center stage in new perspectives of 
the globalization scene for the Muslim World, that which we refer to here as 
Ummatic transformation, will be the nature of money, monetary policy and 
institunons and their relationship with the real economic transactional basis of 
sustainable development. In this regard, keeping in view the micro-money and 
real economic interrelationships, the automatic stabilization, sustamability and 
wellbeing effects of such an imteractive, integrative and dynamically evolutionary 
order and the challenging new methodology and methods premised on the unity of 
Tawhidi worldview, the ensuing cntique of the mainstream economic order in this 
chapter has opened up new dimensions for senous investigation. 


To attain such an Ummatic transformation we offer the following policy 
recommendations that emanate from this study 
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1. The OIC (Organization of Islamic Conferences) with its membership ts 
to galvanize the intellectuals, practitioners, public and private sectors and 
governments to establish a think tank or center/institute enabling discourse on the 
ways and means of putting into action a human resource development program 
{Choudhury & Korvin, 2001) that would develop the pragmatic understanding of 
the Shuratic Process of decision-making and put that into action 


2. The Human Resource Development Center on the understanding and 
application of the Shuratic Process methodology for Ummatic change in all fronts 
but with a focus on the interactive and unifying dynamic relations between trade, 
development and real money, must be promment. This calls for a policy on 
getting the banking systems of the Muslim World to enact a program that will 
incrementally change the existing banking relations based on fractional reserve 
requirements into a 100 per cent reserve requirement monetary system with the 
backing of the gold standard. This monetary policy change calls for a program of 
establishing a monetary system that looks at the function of micro-money in terms 
of its direct relanonship with real economic transactions, Thus all the asset 
valuation methods are to be changed into this kind of forward overlapping 
intergenerational relationship of the real linkages Trade and development are 
then automatically linked up with the use of endogenous money in promoting 
merchandise trade and capital that have linkages directly with real sectoral 
activities rather than with speculative portfolio investments (Choudhury, 1998, 
2001) 


3. The banking community along with the national decision-makers, 
Muslim intellectuals and private sector practitioners are to assign a program 
promotng linkages between money and the real economic sectors and markets 
within the Muslim World over a stipulated period of time, within which a 
reasonable transformation into the endogenous monetary system with 100 per cent 


Micro-Money and Real Economy 217 


reserve requirement monetary system would be realized. During this process of 
change growing linkages between effective sectors and activities should be 
subjected to the trading and developmental pattems on the basis of the on-going 
monetary transformation. 


4. The Muslim World should then be developing a regional trading bloc of 
the Muslim countries that would ultimately enact a common monetary 
transformation based on 100 per cent reserve requirement with the gold standard. 
This would cause the exchange rates and the common tariff value of the Islamic 
customs union to be based on the economic and social productivity of the 
integrating economies and in view of their complementary resource endowments. 
Thus the exchange-rate setting in such a case of the 100 per cent reserve 
requirement monetary system would be converted into a productivity driven 
indicator rather than be determined by a monetary policy of the fractional reserve 
requirement system as the latter is conventionally treated exogenously in 
exchange-rate and interest-rate mechanisms 


5. Islamic banks, other banks and financing development intermediaries in 
convert with the national planning departments are to establish programs to jointly 
fund such complementary projects as an accepted focus of trade and development 
in the Muslim World The Islamic Development Bank (IDB), the Islamic 
Chamber of Commerce and the Statistical, Economic and Social Research and 
Training Center for Islamic Countries (SESRTCIC) must together enable the 
development of such linkage programs. Such programs for developing and 
executing complementary projects should aim at vitalizing the private sector in 
co-ordination with the public sector and governments toward facilitating such 
developments that build on programs of linkages along lines of the dynamic life- 
fulfilling needs of development (Huq, 1997), 
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6, The dynamic basic needs regimes of development would 
correspondingly define the development and trade patterns of the Muslim bloc. 
This kind of dynamic basic needs regime vis-d-vis its linked 
manufacturing/service sectors would be a good sign in capturing today's global 
trend towards green industry and to keep the gaze of technological transformation 
on its appropriateness in this age of ‘ecological revolution’ (Korten, 1995), The 
commodity sector would then realize improving terms of trade, which is an 
important pre-condition for establishing the complementary relations between 
economic efficiency and distributive equity and between trade and development 
with the 100 per cent use of money in real economic activities, 


7. The financing modes of the Islamic transformation process must of 
course be based on co-operative joint ventures (Choudhury, 2000b), Mudarabah 
(profit and loss sharing under economic co-operation) and Musharakah (equity 
participation) instruments [together as M&M] cannot continue to be understood 
simply as the financing instruments for specific project financing alone as they 
presently are. Rather, their broader meaning and effectiveness are to be realized 
within the foundational nraning of Islamic socioeconomic co-operation. M&M. 
must thus be changed into policy instruments by the financial sector in concert 
with the central and commercial banks and the planning departments of members 
of the OIC, The same M&M instruments would determine the co-operative 
character of all other Islamic trade instruments and secondary financial 
instruments. This transformation can be realized through the use of a 100 per cent 
reserve requirement monctary system in determining the productivity driven 
values of exchange rates and common tanffs outside an integrating Muslim 
World. 


8. In every area of institutional and policy changes recommended above 
the OIC with her sister organizations such as the IDB with the Islamic Research 
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and Training Institute (IRTI), Islamic Chamber of Commerce, Islamic 
Corporation for the Development of the private sector and SESRTCIC with its 
COMCEC (Committee on Commercial and Economic Co-operation) must play 
catalytic roles in collaboration with the governments, public sector, private sector 
and development financing organizations of the OIC membership, The Shuratic 
Process model of Unumatic change must become the human resource foundation 
(epistemology) for guiding the progressive Ummiatic transformation, The progress 
of the Islamic transformation in the years to come would then see the effective 
interactive, integrative and dynamic evolution of the echelons of interlinked 
Shuratic Processes and their complementary relations in terms of policies, 
programs and economic transactions on all fronts, This is the essence of the 
complementary Shuratic Processes of the Ummah. The OIC would then need to 
become the Ummatic governing Shura that connects through circular causation 
with the hierarchies of micro-Shuras through feedback in the Ummah. 


9. The centers/institutes implied above for facilitating the Shuratic 
transformation in the areas of trade, development, money and the real economy 
vis-a-vis the central role of human resource development in all of these, 
respecting the understand ing of the Shuratic Process in action, can be housed in 
IRTI and SESRTCIC or they can be launched in major Islamic universities. 


CHAPTER 9 


AN ETHICO-ECONOMIC GENERAL EQUILIBRIUM STUDY 
OF LINKAGES BETWEEN MONEY, FINANCE AND REAL 
ECONOMY USING ISLAMIC INSURANCE 


The objective of this chapter ts to establish an ethico-economic general 
equilibrium model system interlinking the financial sector and the real economy 
through the facilitating medium of Islamic insurance, such as the Takaful and Re- 
Takaful Schemes. Besides, such a circular interrelationship between the three 
sectors ts made to occur in a 100 per cent reserve requirement monetary system 
The development of the ethico-economic general equilibnum methodology 
invoked here has its necessary and sufficient conditions premised on Tawhid, the 
unity of divine knowledge, as it ts externalized into the world-system of moncy, 
finance and real economy linkage through the Islamic insurance and 100 per cent 


reserve requirement monetary sysicm, 


Section I of the chapter gives the background of the ethico-economic 
paradigm pioneered by Choudhury (see the journal entutled Humanamics) in 
which the mtrinsic linkages are shown to emanate from the epistemology of 
Tawhid as the necessary and suffictent condinon (NASC). Without this episteme 
the meaning of endogenous ethics, and thereby, circular causanon relations 
between entities, cannot be explained. This 1s the parting divide between Islamic 
epistemological thinking on socio-screntific problems on the one hand, and all of 
mainstream economies and its ‘Islamic economic’ lineage on the other 


Section II develops the ethico-economic general equilibnum model of 
financial and real economies with the facilitating mediums of 100 per cent reserve 
requirement monetary system and the Islamic insurance of Takaful in msk and 
product diversification. The epistemic relations of Section | are invoked in this 
methodological construction of the ethico-economic general equilibrium system 
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Section III introduces a programmatic and policy perspectives on realizing 
the functioning of the ethico-economic general equilibrium model of money, 
finance and the real economy with non-bank institutional role and 100 per cent 


reserve requirement monetary system. 


Section [V is a conclusion that summanizes the findings of the chapter 


The Ethico-Economic Paradigm 


The ethico-cconomic paradigm emanated from the groundwork of the joumal, 
Humanomics (Choudhury, 1990) in relation to the endogenous role that policies, 
institutions and technology play within a pervasively interactive, integrative and 
evolutionary (IIE) system governed by unity of knowledge in systems 
(Choudhury, 1995a). Such an endogenous role is causally denved and regenerated 
by the continuous presence of knowledge in the ethico-economic system 
(Choudhury, 1995b). Consequently, the entire mainstream economic postulate of 
marginal substitution between competing alternatives becomes methodologically 
unviable and ts replaced by the Principle of Pervasive Complementarities across 
Diversity of possibilities in IIE, when every such possibility is induced by the 
derivation and evolution of knowledge-flows, Such a contrasting principle is 
impossible to derive unless the epistemology of unity of divine knowledge in 
Islam, Tawhid, ts invoked and given its functional role in the systems framework 
of causal interrelations 


The commencing task now is to briefly explain this epistemological 
worldview, from which the money-finance-real economy interrelationship with 
the role of non-bank financing institution will be derived We will also establish 
briefly by the necessary and sufficient conditions (NASC), that in the Tawhidi 
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worldview pervasive complementanties with diversity of occurrences across 
systems of possibilities must necessarily occur On the one side, marginal 
substitution between choices is impossible in [IE on methodological grounds. On 
the other side, the existence of pervasive complementarities 1s exclusively a 
reality of the causally unified world-system with vores possibilities. This central 
difference between the world-system premised on methodological individualism, 
competition and independence of the entities (variables and their relations, agents 
and agencies) m mainstream economic thought and the co-operating relational 
order in Islam is a fundamental one for describing the inner workings of the two 


opposite world-systems 


Proof of the Necessary and Sufficient Conditions (NASC) of Unity of 
Knowledge in the Ethico-Economic Paradigm 


Consider the following chain relation taken from Chapter 2, which is reproduced 
here again 


21 (Dh —e (D*} 9 (O} em EX({0})} > 20 New (0) -+ continuity» OH (9.1) 


WO.X(0)) in repeated processes 
Primal—> Derivation» Processof-»Post-evaluation—+Evoluion— _ Continuity» Closure 
stockof ofpnmal deriving of similar in the 
knowledge knowledge knowkdge processes very 
- flows flows by discursion large-scale universe 


In the string relation (9.1), Q denotes the Tawhidi epistemology. That is, 
Q explains the fundamental Quranic axiom of divine oneness. It can thus be 
simply understood as the dimensionless but creative and governing ongin of all 
knowledge Hence we intend to treat © as a mathematical topology © denotes the 
completeness of divine knowledge and thus the stock of the divine law in the 
Qur'an and ts referred to as Lauh Mahfuz (Qur'an 85:21-22) 
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® denotes the ontology derived from Q in the form of the divine law 
{Sunnat Allah), ® ts thus the knowledge domain of the revealed Qur'an as 
manifested in the order of the world-systems. It ts observed and explained by the 
completeness and absoluteness of Q 


F denotes the spontaneous and pervasive unveiling of divine oneness in 
the cosmic scale through the divine law 


@* denotes the further ontological comprehension of the divine law in ® 
as a behavioral dynamics realized through the Sunnah (guidance) of the Prophet 
Muhammad This medium of presenting the divine law in living expenence is 
denoted by the mapping f* 


{8} denotes a sequence of knowledge-flows derived from the 
epistemology of unity by the exercise of Shura (Islamic participatory consultation 
as a field of studying unifying relations, Qur'an (Chapter 42) discourse at the 
level of deriving the Usul of Shari'ah (foundation of Shari‘ah, the Islamic Law) as 
the core of the divine law 


The medium of the Shura discourse is denoted by the symbol, fl, in 
respect to stage | of the Shuratic Process. The Shura is understood in the light of 
the Qur'an (Chapter 42, verses 38, 49-53) to encompass all relavonal orders with 
which the human mind grapples for understanding reality 


Necessary Condition 


Since Q ts absolute and complete, therefore it commands both knowledge-flows, 
{8}, and falsehood, {6°} (Qur'an, 714-15) But also since {0} and (6°) are 
distinctly opposite, therefore their nullity, say $, also belongs to Q Thus Q 
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bestows exact meanings to truth as knowledge-flows, {@} and falsehood, {6°} 
These two realities are distinctly unified within themselves by thei specified 
characteristics and methodologies as endowed by Q The characteristics of {0} 
are relationally and causally unified by virtue of complementarities and richness 
of diversity within a relational world-system. {0°} is unified within itself by the 
opposite charactenstics, namely, methodological individualism, independence and 
competition (Qur'an, 102:1-2) 


From the distinct and opposite characteristics of {0} and (0°) emanate 
world-systems {X(0)} and {X(8")}, respectively. These are characterized by their 
opposite precepts, complementanties and nich diversity for {X(@)} agaist 
methodological individualism, independence and competinon for {X°(8")}. This 
differentiation is pervasive in reality as indicated by the projection over space and 
time in the systems implied by the chain relation (9.1). 


The principle of pervasive complementanties across mch diversity 
represented by (6) is thus opposite to the central postulate of competition and 
scarcity in the domain of {0°, X°(6')}. The latter ts central to the postulate of 
marginal substitution 


Likewise, the evaluating criterion functions of the two opposing systems 
are contrary to each other In the Islamic system the evaluation of unity of 
knowledge is done by the wellbeing function, W(8,X(8)). In the mainstream 
economic system the criterion function is given by utility function and its 
prototype, the welfare function 
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Sufficient Condition 


For every elementary form of [6,X(0)} there are relational complementarities 
across diversity of these tuples. Attained levels of complementarities are 
evaluated by Shuratc discourses in reference to the wellbeing function In these 
plethora of systemic relations combined by unity of knowledge the existence of 
any state of methodological individualism, independence and competition will 
lead to separable relations eventually, That state will bifurcate the system. Hence 
complementarities are the essence of the system of unity of knowledge as opposed 
to rationalistic episteme underlying relationally competing systems governed by 
marginal substitution Since the Tawhidi worldview conveys the absolute and 
perfect oneness of the Divine Law in systems, the Principle of Complementanties 
across Diversity implies the episteme of [ {6} € ©]. Its opposite is the episteme of 
economic rationality and marginal substitution that reflects {0°} « Q. 


In the end we note that an ethico-economic general equilibrium system in 
the light of endogenous ethics means the relational order of systems of 
complementanties across diversity. Such systems and the process underlying 
them are referred to in the Qur'an (36:36) as ‘pairing’ of the universe of Ayath- 
Allah (the Signs of Allah), In the opposite world-system of {0°,X'(8")}, pervasive 
complementarities and diversity are impossible according to the above NASC 
Consequently, an ethico-economic general equilibnum system does not have an 
episteme premised on mainstream socto-screntific theory and conceptions 


Ss 
~~ 


Ethico-Economic General Equilibrium 


The Ethico-Economic General Equilibrium System of Money, Finance and 
Real Economy Interrelations with Islamic insurance 


1. Invoking Attention to the Endogenous Relationship Between Money and the 
Real Economy by Reference to the Fundamental Our ‘anic Episteme 


With the conclusion of Section L the expression (9.1) becomes the simplest form 
of the analytical basis for describing the ethico-economic general equilibrium 
system. In this chain we now explain the following symbols 


[2 ~+¢ [D} p [*)] (9.2) 


denotes the fundamental episteme as the Qur'amic and Sunnah invocation to 
establish the meaning and delineation of the Islamic ethico-economic paradigm 
That ts, we derive the meaning of pervasive complementarities across diversity by 
invoking the Qur'anic precepts of the ‘paired’ universe (Qur'an, 51:49) and the 
Quranic balanced and creatively dynamic worldview of unity reflected as Ayaths 
(Signs of Allah) in everything (41:53). The Sunnah is invoked along with the 
Qur'an as the exegetic basis of the Qur'an Indeed the Qur'an declares that the 
Prophet Muhammad (SWAS) explained (Ahadith) nothing but the Qur'an 
(Qur'an, $3.3) 


The conception of a pervasively relational worldview of 
complementanities is obtained from the above episteme by reference simply to the 
Qur'anic exegesis Thus the precept of the Qur'anic ‘paired’ universe is not 
equivalent to the theory of pairs given by Paul Dirac Neither 1s it equivalent to 
the limited complementanties of neoclassical economic theory as explained by the 
Slutsky equation (Henderson & Quandt, 1971). In either of these cases the power 
of complementary relations is bounded by the optimal resource space and relative 


228 Islamic Economics and Finance 


prices that cannot yield to endogenous effect of knowledge evolution Even when 
knowledge ts induced in competing variables, they are dichotomized between 
these variables as trade-off 


In respect to money, finance and the real economy, the fundamental 
episteme given by (9 2) suggests reference to the use of money for spending in the 
good things of life without a discounted valuation over time This is the exegesis 
of the verses of Sura Kahf (18:19), whereby, money as coms and spending in the 
good things of life are linked together without a money a concept of the ume- 
value of money. This ts a primal rule, Ahkam, obtained by reference to the 
fundamental episteme (9 2) rather than to such ratonalist ideas as definmg money 
by means of the Quantity Theory of Money or by the transaction demand for 
money (Metwally, undated), without first explaining the endogenous relationship 
between money and the social economy. Money in the latter case ts a primordial 
artifact given in the Qur'an and explained by the importance placed on it by the 
Prophet's saying (Ahadith) Bilal the beloved companion of the Prophet once 
brought some supenor dates to the Prophet When the Prophet asked as to how 
Bilal had acquired the dates, Bilal said that he had some infenor dates, which he 
exchanged in amount of two units to one unit of the superior dates. The Prophet 
said such an exchange of dates was Riba and forbade its practice The Prophet 
said that Bilal should have sold the infenor dates and used the proceeds to buy 
amounts of the superior dates in value equivalence (Ismail, 1989, p 374) 


Finally, the discourse mechanism ts to be mvoked to study the Qur'anic 
Ahkam supported by the Sunnah relating to the function of money and the real 
economy via spending in the good things of life This {*} 1s not a rational 
invocation, Hence the Sharees, that 1s discourse agents of the Shura in the study of 
the endogenous money-teal economy relahonship, must continue on to derive the 
worldly rules of economics and finance from the fundamental precepts of the 
Qur'an and the Sunnah, not from the episteme of economic rationality 
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The conclusion is that money and real economy linkage as denived from 
the fundamental episteme given by expression (9.2) is that they follow the 
Quranic principle of pairs of complementarities that form causal 
imerrelationships between the two. In the most general case the conclusion points 
to the fact that scientific rules are to be derived by primal reference to the Qur'an 
(Q) and the Sunnah {}, followed by their use in the Shuratic discourse 
mechanism {&*} Such an Islamic implication establishes the undeterred primacy 
of the fundamental episteme over rationalism, as derived by the functional 
mappings shown in expression (92) This implication alerts us from the very 
inception on the money-real economy relations, that money as perceived in the 
existing banking system cannot be transformed into endogenous money without 
substantively understanding such the endogenous money-finance-real economy 
interrelationship and bringing about substantive institutional change to realize 
this. 


2. Constructing the Endogenous Relationship Between Money and the Real 
Economy by Reference to the Quranic Ahkam 

From the implication of the fundamental episteme on the need to study the nature 
of interrelationship between money and real economy with respect to spending in 
the good things of life as ordained by the Shari'ah ({@*}), the knowledge-flows 
{{@}) now become the Shurane discourse-related simulation parameter of learning 
and applying the details to the money-real economy relationship 


We say, as the Ummah, the conscious world-nation of Islam, mses to such 
3 complementary monetary and real economy challenge from the corruption of 
the modem monetary and economic system, it will have to move progressively by 
leaming on the systemic unity of knowledge How is this leaming process 
descnbed” A certain sequence of the 6-values is assigned to an agreed upon level 
of consensus attained on how to link money and real economy by ther 
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endogenous causal feedback interrelationship. For every such progressive limiting 
6-value there is a particular realization of the money-real economy 
interrelationship (- here denotes money and real economy linkage) 


We now write the portion of expression (9.1) as follows in order to 
incorporate the details of the money-real economy causal interrelationship 


{6} ne {X({8})} +o New {8}, New{X({6})} ete (93) 


An initial level Shura discourse im the Ummah, say taken up between the 
Islame Development Bank, Islamic Banks, National Development Banks, 
Enterprises and Islamic scholars, targets an Ummah transformation by means of 
establishing a private sector asset-backed money, such as the Islamic Gold Dinar 
(Billington, 2002) and thereby establishing complementary relationship between 
trade and enterprise development. The on-going Shura assigns an ordinal measure 
of say | to the initial experience of the attained linkage 


We now have the interacting variables and relations, 
fhe og X (Om 1 pe (Xy(Be 1) XA8= IX (Oe Lp) XOe1) XAG 1) XAG Ly} (9.4) 


where, X\(8 =1) denotes the quantity of money, X,(8 =1) denotes spending in the 
goods things of life conformable to the stage of the endogenous interrelationships 
pertaining to 8 ~ 1 X,(@ 1) denotes the attained level of trade flow realized by 
the given stage of the complementary relationship between X)(0 =1) and X(@ =1) 
for 81. X,(@1) denotes the enterprise growth related with the interrelatronships 
between the other variables. X;(6 =1) denotes the financial instruments, such as 
Mudarabah, Musharakah, Foreign Trade Financing. Forward pneing of contracts 
(Bay Muayal) etc. that facilitate the interrelationships between all the vanables 
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X.(0 ©1) denotes the pooled nsk capital and its diversification by the medium of 
the Islamic insurance, Takaful 


Because of complementarities between the variables and re-origination of 
the 6-values through the recursive Shuratic Processes we obtain the following 
complementary relations in money, finance and the real economy linkages 
through the route of spending and the impact of policy and institutional variables 
and financial instruments 


XO" 1 of (X (01). XGe 1),XA8 @1),X40 1), XB 1) (95) 
XAG 1) HEX (G1), Xo(Be 1) XG 1X58 =1), NAB 1) (9.6) 
X40=1)=6(X)(O=1).XA8*1),Xe(8=1).Xs(8 =1), XO =1)) (97) 
XAG 1 LX (G1 ).XB= 1), XB =1),Xa(8 =1), Nel =1)) (9.8) 
XAB=1 FAX (B=1)XAB=1) XG =1),Xa(8 =1), Xo(8 =1)) (99) 
Xo(B 1 pw L6(Xi(Ge 1), XAB™1),X3(8 = 1),XA8 @1), Xo(G =1)) (9.10) 


W(Ge1) = WOXA(8 = 1)X28 =1)X8 = 1), X48 =1). X98 =D) X8 =1)) (9.11) 


+ 
6. = £{8.,.Wi8.)) (9.12) 
Initially, 6. = 1 


The above equations can be specified according w the meanings 
underlying them. 


Equation (9 5) means that a quantity of money is generated by the Central 
Bank through the financial intermedianes (Islamic banks) in response to the level 
of spending, which is further categonzed by trade and domestic spending, 
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particularly in the Ummah The growth of enterpnses also needs investment 
spending Resource mobilization in real economic activities is realized through 
Islamic financial instruments. The Islamic insurance diversifies nsk and guides 
enterprises in areas of product diversification 


Equation (9.6) is explained by making spending to relate to the quantity of 
money, trade, growth of enterprises, msk diversification and product 
diversification by the Islamic insurance using Islamic financial instruments 


Equations (9.7) ~ (9.10) are similarly interrelated But of special 
importance is noted on equation (9.10). In this, the risk/product diversification 
function of Islamic insurance (Takaful) is related with the volume of monetary 
flows through financial resource mobilizanon and spending activities in the good 
things of life. The more effective 1s the nsk and product diversification the greater 
is the resource mobilization with the support of the Islamic financial mstruments 


It is important also to note how the financial instruments in terms of the 
volumes of financing flowing through them, can be related to the other variables 
The higher ts the nsk and product diversification the greater ts the participatory 
capacity of the Islamic economy. Thereby, the greater is the flow of resources 
through such instruments and their linkages with the spending, money and trade 
variables 


Finally, the remamimg portion of expression (93) showing the 
evolutionary nature of the Shuratic Processes causes new rounds of @-values to be 
assigned. This 1s indicated by 6, based on previous 6-values and the prevailing 
values of the socio-economic and policy vanables as functions of the newly 
discoursed 6-value This assumes an ordinal value for 6, The recursive relations 
proceed on as sequences of the limiting 6-values evolve by every new round of 
the Shuratic Process. 
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Note that m complex forms of interaction leading to assignments of 6- 
values the multiple 6-values are converted into their limiting forms over giving 
ranges of interaction leading to Shuratic consensus and then followed by creative 
evolution These three features, namely of interaction leading to integration 
followed by creative evolution (IE) in continuous cycles of knowledge formation 
is the permanent feature of the Tawhidi methodology when applied to diverse 
Systemic interrelationships. 


Specificanon of the Complementary Relations in the Circular Causation Between 
Variables 


The pervasive complementaritics across diversity with knowledge-centered 
evolution implied by the system of recursive relations given by equations (9 5)- 
(9.10) are fed into a social wellbemg function given by expression (9 11) The 
social wellbeing criterion evaluates the degree to which unity of knowledge has 
been gamed at a particular stage of the sequences of Shuratic Processes 
Consequently, the entire objective criterion of the money-teal economy 
interrelationships with the support of Islamic insurances of Takaful taking care of 
risk and product diversifications is given by the system (13)-(15) 


In this system of relations we have specified each of the equations in the 
product form with knowledge-induced fields of elasticity coefficients and the 
knowledge-induced variables. Bnefly, the model specification 1s written as, 


Simulate (8} W(8) = W@,X@)) = T1,-.°X (0) (9.13) 
Subject to, ¥(0) = 1X6)" (9.14) 
6. = F40_,WO)) (915) 


i= 1,2, .,6:) © 1,2,....6; with i4j,@.=1 
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b,(0) are the wellbeing elasticity coefficients of X.(6), a(6) are Y, elasticity 
coefficients of X\(0) vanable for given 6-values. 


A note needs to be made regarding the continuous mterrelationship 
between 8-values and the X(0)-variables. This can be done by assigning W(8) 
values for @-values in the range, 0 < 6 < 10 (say) Equation (9 15) can then be 
estimated by non-linear regression method to attain a standard result to generate 
recursive 6-values in the range, 0 < 6 < 10 (say). But in spite of the regression 
estimation the 6-values must be imitially generated within Shuratic Processes 
institutionally and in cognizance of the ethico-economic market realities 


The system of equations (9.13)(9.15) is non-linear in the elasticity 
coefficients. These coefficients being functions of the perturbation 6-vanables 
that form random fields by their own stochastic values (Vanmarcke, 1988) 


The Special Role of the Islamic insurance of Takaful in Risk and Product 
Diversifications for Financial Resource Mobilization 


The knowledge-induced elasticity coefficients associated with the variable X,(0) 
of the system of equations (9.13)-(9.15) must be examined for the impact that the 
Islamic insurance of Takaful and Islamic reinsurance of Re-Takaful as non-bank 
financing institutions play im respect to facilitating the money-finance-real 
economy linkage. X(6) ts interpreted as risk diversification compounded by 
product diversification. This jomt mdicator of nsk and product diversification, p, 
is defined as 


p= Var[(K. QYN}[Q/N] = VarK QYNUQIN= Var(KQYNQ (9.16) 
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where K denotes capital outlay as spending to produce a unit of output, Q Thus, 
K.Q denotes total msk capital in Takaful, With N denoting the number of 
participants, [K Q/N] denotes per capita risk exposure 


In expression (9 16) N_Q 1s total diversified output occurnng as a result of 
increased participation in nsk and cost sharing Now Xq(8) becomes more 
effective That is effective nsk and product diversifications are taking place X,(0) 
is conveying Its positive effect to resource mobilization. 


We then obtain the following effects of effective msk and product 
diversification on money-finance-real economy linkages and the resulting total 
wellbemng 


be(8)-dlogW(8ydlogX(®) = 
percentage change in W(6)/percentage change in Xo(8) = (9.17) 


a(8)=dlogX(8ydlogX(8) = 
percentage change in X(0)/percentage change in X(@) = (9. 18) 


ao(8)=dlogX9(8)/dlogX{8) » 
percentage change in Xq(0)/percentage change in X48) = (9.19) 


i=1,2,..5 
Between the expressions (9.16)-(9.19) we obtain, 


a{0) > 0, with da(6)/d0 > 0. These mean that effective risk diversification 
is expected to positively affect all the defined resource-mobilizing vanables in the 
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system (9.5)-(9.12). Besides, enhancing 6-values with the evolution of Shuratic 
Processes will further strengthen the positive values of a(@), 1 = 1,2,.,5 


The same effect is noted in expression (9.18) due to the negative value of 
percentage change in X«(8) with increasing nsk and product diversification as 6 
increases over the Shuratic Processes. This conveys the consequential enhancmg 
effect of compounded diversifications on percentage change in X(@) 
Consequently, nsk and product diversifications are necessary conditions for 
effective resource mobilization through the money, finance and real economy 
linkage. The policy vanables and financing instruments are likewise activated in 
realizing the positive relationships between nsk and product diversification and 
resource mobilization. The function of 6 in the evolutionary Shuratic Processes ts 
essential in realizing such enhancing effects. 


ag(8) shows reverse causality from {X,(0)} to X46), That is, as resource 
mobilization creases with the enhancing interrelationship between money, 
finance and the real economy more ventures arise and participation increases 
Consequently, NQ increases and compounded risk and product diversification 
denoted by X«(@) increases. Again all these effects result from Shuratic Processes 
Therefore, ag(8) > 0 and da(0)/d0 > 0 


ba) > 0 and db(O)/d0 > 0, for reasons that the total circular causal 
effects between {X(6)} and X(@) variables as explained above generate 
enhancing complementarities between them as 6-values increase over progressive 
Shuratic Processes. 


W(8.X(8)) is meant to evaluate the degree of complementanties so 
attained. Besides, we can write, 
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percentage change in W(6)/percentage change in X«(9) 
= (Xo(BYW(8)) [dW(8 8 /dX.(8 ¥d6 > 0 (9 20) 


Expression (9 20) is realizes as 0-values evolve over Shuratic Processes 
and enhance the circular causation between risk and product diversifications and 
resource mobilization in the money, finance and real economy linkages 


Finally, in this section we note the following result: 


dp/d8 = -(1/N) [Var(K QVN.Q"] dQ/d6 - (1/Q) [Var(K QYN? Q] dN/dO 
= -d(Q+NyVd8 <0 (921) 


since, dVar(K Qyd0 = 2 E(K Q — E(K.Q)) = 0 E denotes stanstical expectation 


Expression (921) 1s independent of the size of K Q and conveys the jomt 
effect of Q and N on the effectiveness of risk and product diversification with 
changes in 6-values The negative value of dp/d6, that is effective msk and 
product diversification, depends on the progress of nsk shanng among 
Participants and joimt productions as complementary conditions attained by 6- 
flows as the Shuratic Processes proceed on, 


So far the circular causation relations between the complementary vanables 
established the general ethico-economic equilibnum system, in which the 
endogenous effect of unity of knowledge was essential We now bring out the 
interaction between the state and policy variables in the ethico-economic general 
equilibrium system combining money, finance, real economy and the non-bank 
financing institution of Takaful. Certain points regarding the interaction between 
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money, finance, real economy with the catalytic effect of Islamic insurance, 
Takaful, need to be explained first 


In order to avoid interest-based insurance financing and premium 
accumulation Takaful ts required to function on a number of conditions, These are 
namely the spreading of the nsk both over number of participants and joint 
production possibilities. We called this joint condition as nsk and product 
diversification Takaful’s pool of fund must therefore revolve around resource 
mobilization imstruments, such as the primary instruments of Mudarabah, 
Musharakah, foreign trade financing, Murabaha (cost-plus pricing) and Bay 
Muayjal (deferred pncing by contract), Secondary financing instruments of a mix 
of short, medium and long-term financial instruments, such as unit trust and joint 
ventures revolving around the primary ones, must also be tried out Takaful’s 
capital accumulation ts thus based on returns generated from such resource 
mobilization directions using the capitalization of premiums from the insured. 


Takaful must select its portfolio of investments carefully according to the 
nature of insurance claims between the short and long term. Generally, life 
insurance as group life held by Takaful would be a long-term claim but supported 
by a short-term contingency fund generated by the premium accumulation Such a 
combination of long-term fund with short-term contingency can be served by a 
term msurance (Choudhury & Rahman, 1983) The claim on the life-contingency 
fund should be restricted to the principal and the accumulated dividends of the 
insured as shareholders in the portfolio less a fair profit-share to the Takaful The 
claims of profit-shares can be computed in the following way 


Term insurance 1s particularly recommended for Takaful, because in its 
pay-as-you-go scheme within a short penod of a year the nsk diversification 
would remain effective. Also the short-term investments would remain less risky 
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Such an investment would utilize Murabaha, Bay Muayal and Foreign Trade 
Financing operations 


Mutual insurance has two kinds of nsks. They are those that occur fairly 
regularly year-by-year and those that occur irregularly over a period of years. In 
the Islamic case of risk diversification Takaful as mutual insurance would not 
cover contingencies such as inflation hedging and automatic stabilization of 
economic downturns that are fairly uncertain and remote in time Consequently, 
for the pay-as-you-go scheme with one-year renewable term insurance and 
diversified msk exposure, the reserves of such imsurance portfolio would also 
remain small but the level of liquidity must remain high to cover the cost of term 


insurances and re-insurances 


Ku.Q, = total pool of Takaful fund as the risk exposure in a specific 
portfolio s, say group life insurance within term insurance, net of claims, at time t 


Accumulated premiums, P= Po’ (1+1,)', where 1, ts the average annual 
rate of return over time t on an estimated fixed premium of P," in the portfolio s. 
P,* gives the total of principal and premium capitalization at the ime of claim in 
the portfolio s. This ts a simple version of a more elaborate forward compounding 
of premiums with variable premiums according to the choice of the insured to 
hold and change the face value and share nsk proportionately with the Takaful 


Ku Qu = DfPo' (1+1)' = CAN] + REN.) (9.22) 


C,(N,1) denotes claims from s-portfolio based on the number of insured, N, at ume 
t RAr.N,t) is the reserve requirement of the s-portfolio Takaful fund 


At the time of making out a contract on Takaful policy the premium rate, 
P,", 1s determined on the basis of the going level of claims, the retums in the s- 
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portfolio and the face value of the policy. Thus the expected profit-share for the 
insured on the basis of the gomg composition of the s-portfolio ts given by 
E[Po" (h+n)' (Ku Qu = Pa According to this ratio the profits of the s-portfolio are 
shared between the insured (p,) and Takaful (1- pe) 


In the case of renewable term insurance dividends would be paid out 
annually Since the Takaful pool of contingency fund with low nsk and claims on 
the basis of the pay-as-you-go scheme is made up mainly of accumulated net 
premiums, therefore, Takaful’s policyholders are shareholders There is no special 
need for large stockholders 


The above observations on reserves and premiums would not change in 
the case of re-Takaful (reinsurance) of large risk exposure funds, as in the case of 
industnal and mercantile insurance, farm insurance and workmen compensation 
fund. In such cases, the liquidity due to accumulated premiums of the 
participating businesses and agencies would also be large. Consequently, upon 
retaining the features of the term insurance for Takaful the volume of R(r,N,t) 
need not be large. In all cases therefore, Rir,N,t) appears as an exigency fund in 
case of shortfalls on premium accumulation, as can be the case of an aging 
population that weighs heavy on claims. Thanks to the demographic structure of 
the Islamic society an aging population has never existed 


When the Takaful pool of funds is augmented by Zakat (the Qur'anic 
mandatory wealth tax on the well-to-do) payments for the needy, a social security 
component comes to exist within Takaful and Re-Takaful. Yet the term insurance 
feature of Takaful would not change This is because Zakat must be spent fully 
within a fiscal year Capital accumulation of Zakat beyond a year is not tenable 
under accepted rules of the Shari'ah The Zakat fund generated by Ke Qu equals 
0.025 Ka Qa The net Takaful Fund after Zakat equals 0.075 Ke Qe Each of the 
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components of the Takaful Fund is subject to Zakat payment. Yet the profit- 
sharing p,-ratio does not change 


With the inclusion of the Zakat feature of Takaful combined with its 
sustained efficiency by keeping the profit-sharing intact in spite of Zakat, the 
Takaful has been transformed into a social institution besides being a privately 
serving one, Takaful’s term insurance structure of mutual funds with effective risk 
and product diversification makes it a provider of low premium coverage on a 
pay-as-you-go basis. Thus Takaful makes itself available for the microenterprises 
in nation building When these features are combined with the Shani‘ah 
consciousness of Takaful, the regime of development that characterizes life- 
fulfilling sustainability becomes the natural consequence of Takaful’s interactive, 
integrative and evolutionary relationship with all other sectors. This feature was 
pointed out in the circular causation system of interrelations (9.5)-(9.12). It is 
equivalently shown by the system (9.13)-(9.15). 


Takaful and Money, Finance and Real Economy Dynamics 


Like Takaful as a non-banking institution, Islamic banks too in a truly money-real 
economy linkage need not hold reserves. In the best case of such a 100 per cent 
feserve requirement monetary system the Central Bank holds the 100 per cent of 
the reserves. The reserves are the supplied as quantity of money to the 
commercial banks upon demand to mobilize as financial resources into productive 
Shari'uh possibilities in the real economy. 


There is now a close characteristic similarity between the Islamic bank in 
100 per cent reserve requirement monetary system and the Takaful. Both maintain 
zero to very low reserves. Since we have argued that the Takaful is a Islamic 
insurance that mobilizes the financial resources of an Islamic bank into the real 
economy according to the Shari'ah directions and financial instruments, therefore 
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its reserve requirement would necessarily have to be low. Contrary to this, the 
Islamic bank will not be able to mobilize its resources fully into the real economy 
using the Shari'ah financing instruments. Consequently, Riba would never be 
eradicated or even lowered in the Islamic economy, No Islamic and Ummatic 
transformation would be attained by the role of interaction between the Islamic 
bank and Takaful, The epistemology of unity of knowledge that guides all the 
conceptions and actions in the Islamic transformation process would be thwarted, 
Unfortunately to date such an endogenous relationship between money and the 
real economy, as it was formalized in the system of equations (9.5)-(9.12) and 
equivalently (9,13)-(9.15), has remained an impediment for Islamic banks 
globally. 


Besides the relationship between the reserves and the unique function of 
both Islamic banks and Takaful to mobilize financial resources into the real 
economy in the presence of effective risk and product diversification, there are 
other non-financial performance measures that Takaful must attain. We briefly 


mention a few here. 


1, Sustainability within the Takaful organization and across community 
and the nation through effective interaction with Islamic banks 


2. Human resource development for understanding the functional 
interrelation between money, finance and real economy through 
Takaful 


3. Trust and efficiency of Takaful in relation to its clientele and socially 


4. Sound institutional governance within Takaful 
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Configuring the Takaful-Islamic Bank Relations in 100 Per cent Reserve 
Requirement Monetary System 


Money in 100 Per cent RRMS 


Figure 9.1: Ethico-Economic General Equilibrium Takaful-Economy Interaction in 
100 Per cent Reserve Requirement Monetary System 


In Figure 9.1, the intersection region between Islamic bank and Takaful is 
the starting point of the ethico-cconomic process that commences with the 
determination of {6,X(@)}, These variables have been defined carlier with respect 
to the system (9.5)-(9.12) and equivalently for (9.13)-(9.15). The arrows spanning 
outwards indicate the enlarging effect of the Shuratic Process with the region AB 
widening and carrying along three institution-market interactive and integrative 
ethical policy, program and organizational variables, EP), EP2, EP). 


EP, denotes the relationship between Central Bank and financial 
institutions, i.e. Islamic bank as an example, in the 100 per cent reserve 
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requirement monetary system. In other words, the institutional arrangement then 
is to have the Central Bank hold all the reserve of depositors in the Islamic banks, 
The commercial bank simply matches clientele with spending outlets and thereby 
asks the Central Bank to supply a quantity of money, for which the commercial 
bank pays a service charge to the Central Bank. 


In the case of the 100 per cent Gold Dinar backed currency held by the 
Central Bank, the minting of the gold by the Central Bank is charged to the 
commercial bank, which the Islamic bank would raise from service charges to 
clientele. 


Besides this, the risk and product diversification is shared between the 
Islamic bank and the clientele according to their respective profit-sharing ratios. 
The Central Bank is primarily an overseer monetary and economic development 
and planning authority, The Islamic bank is a spending clearance house for the 
Central Bank's reserve liquidity, which is now managed by the Islamic bank on 
behalf of the clientele. In this venture the commercial bank can assume cither 
proportionate risk with other co-operating agents or full risk by lending the total 
amount. In the latter case, the sharing ratios are determined by adding to the 
loaned venture capital the imputed production factor costs by the clientele. 


EP, also includes the financial instruments, such as the principal ones, 
Mudarabah, Musharakuh, Foreign Trade, Murabaha, Bay Muajjal and secondary 
financing instruments revolving around the principal ones. 


Above all these, EP, also includes the organization of the Shuratic Process 
between the Central Bank, the Islamic bank and the clientele, 


EP; denotes the use of the same kinds of financing instruments and ways 
of realizing risk and product diversification in order to mobilize financial 
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resources from the Islamic banks through non-bank financing institutions, an 
example of which 1s the Takaful. Above all these, the organization of the Shuratic 
Process involving Islamic bank, Takaful and clientele is foremost in EP» 


EP, denotes activating of market friendly policies and programs, such as 
dynamic preference formation in the clientele for attaming regimes of life- 
sustaining goods, rather than wants and conspicuous spending in consumption, 
production and allocation menus. 


Through EP; it is possible to give a valuation to monetary flows in terms 
of the retums im the real economy realized by effective financial resource 
mobilization. Such returns being functions of real exchanges are simply net profit 
tates. The net profit rates can be expressed as a weighted sum of the profit-sharing 
rates. This shows that in the 100 per cent reserve requirement monetary system 
monetary aggregates are micro-monies specific to markets and clientele 
(Choudhury, 2003). 


The further spanning arrows ‘abc’ denote the evolution of the circular 
causation of the {6,X(6)} vanables in the system (9 5)49.12) and equivalently in 
(9. 13)49,15) At the end of every such circular causation there is a post- 
evaluation of the choices and consequences of {6,X(6)} variables in the simulated 
system. The post-evaluation ts done by the W(8_X(6)) function in any given phase 
of the complete circular causation, that ts a Shuratic Process. The circular 
causation ansing from such post-evaluation and its continuity 1s shown by the 


arrows dd’ 


The double-directional arrows along the sides of the MFRE-tnangle imply 
the endogenous nature of the ITE process of circular causation between M, F and 
MRE 
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Iv 
Conclusion 


The policy perspectives relating to the study done in this chapter revolve around 
the central theme of 100 per cent reserve requirement monetary system Around 
this the special relationship between money, finance and the real economy is 
established. Money becomes endogenously determined by exchange transactions 
in the real economy according to Shari'ah, which stands for development regimes 
of life-fulfilling goods and services. This kind of money is asset-backed by means 
of real economic transactions 


Islamic banks can realize their high potential for growth, wellbeing and 
Ummatic transformation in the presence of the 100 per cent reserve requirement 
monetary system, This is the unique way for phasing out interest mates and to 
bring about effective resource mobilization into the real economy 


Takaful as a Islamic insurance thus links up cogently with the Islamic 
banks as the medium of resource mobilization while activating the Islamic 
financing instruments and realizing risk and product diversification. 


This chapter recommends that, 


(1) the Islamic Development Bank along with the financial and economic 
planning departments of its membership and importantly including 
Islamic banks and Takaful business are to join folds to chart out a 
conversion of the monetary system into a 100 per cent reserve 
requirement monetary system. This would be the Islamic challenge to the 
new financial and economic architecture being sought today by the IMF 


Q) 


G 


_— 


(4) 


(3) 
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Islamic banks and Takaful businesses need to interact to determine ways 


of accelerating resource mobilization into the real economy in the face of 
risk and production diversification. 


In all of the above undertaking the Shuratic Process need to be 
implemented to chart and monitor the momentum of institution-market 
interactive change across the Ummah. The embedding of the monetary 
transformation into 100 per cent reserve requirement monetary system in 
the framework of the Shuratic Process as explained in this chapter and 
elsewhere, must be the continuous Ijtihad of the new millennium 
(Choudhury et al, 2003). 


Human resource development needs to be enhanced in the area of 
understanding and implementing the Shuratic Process at all levels. Along 
the theme of this chapter such HRD needs to be enhanced interactively 
between IRTI, the Islamic banks and Takaful businesses, 


An effective data bank, richer than the one presently maintained by 
Statistical, Economic and Social Research and Training Center for 
Islamic Countries, needs to be developed for simulating large systems of 
circular causation equations pertaining to the kind of simulation problem 
introduced in this chapter and to carry it beyond. 


CHAPTER 10 


CONCLUDING DIRECTIONS: 
MONETARY INTEGRATION BY THE GOLD STANDARD 


To begin the chapter the key terms of the title need to. be explained. What is the 
idea of linkage between money and real economy, which stands for the term 
harmonization? What is and how can a universal standard be established to 
explain the money that is causally linked with such a harmonization idea? 


Objective 


The argument of this chapter is that the presence of unstable economic 
relationships befogs the problem of discerning the endogenous function between 
money and economic activity. The presence of interest-bearing forces and their 
effects in the financial and real goods economy cause this instability. The result 1s 
a fundamental disequilibrium in the money and economic sectors. The adverse 
implication of the fundamental disequilibrium is senously social in nature. The 
study of the interrelationships between money, economic activities and social 
issues govemed by an epistemological rule that organizes the money-economy 
interrelationship as a circular causation in social and economic functions ts the 
conceptual objective of this chapter 


The questions raised are the following: Can the existing banking and 
financial worlds and the currency of the new quantity theory take care of this 
fundamental equilibrium? We examine this question from the viewpoint of a 
claimed stability of the money-economy social interrelationships with the gold 
standard given a 100 per cent reserve requirement monetary system. All of these 
relations function according to the premise of a relational epistemology (Thayer- 
Bacon, 2003) that enables stable money-economy-society circular causation 
interrelationships to prevail 
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Background and Review of the Monetary Arguments 


Money by nature is a standard of valuation of goods and services in exchange 
The quantity theory of money maises the question as to which ts the primal 
direction of the causality. That ts whether the quantity of money determines the 
price level or is vice-versa. This question is problematic i the quantity theory as 
pointed out by Professor David Laidler (1989). The problematic nature of this 
question raises the underlying causality problem whether money ts an original 
artifact or whether it is simply a contravention that measures value only after 
prices, and thereby, exchange transactions have been established in the market 
venue? The gurus of monetary theory have examined this question of the 
exchange relationship in terms of money 


Classical Quantity Theory to Marx and Keynes 


To summanze the trends in the various texture of the monetary debate from the 
classical economic thought to Keynes and beyond (Foley, 1989), we note that the 
wedge in such thinking revolves around the function, social and thereby general 
economic equilibnum and the currency numeraire that would establish a stable 
relationship between such social function of money in concert with an equally 
stable functioning of the goods/services market. The equation of exchange means 
exactly this money-real economy equilibrium Yet this is with a substantial 
difference when we note what drives the relationship (Yeager, 1989) The 
classical economists and social philosophers thought of the equation of exchange 
to be driven not by the rate of interest but by the profit mte and hence profit 
motive in the economy. Thus productivity was at the root of a sustained growth, 
stability and matching money supply. Hume, Smith and Ricardo thought of the 
quantity of money as an endogenous relationship in the money-economy activity 

The question was still pending for an answer, which comes first in the cyclical 
interrelationship between money and economy and how any primordial nature of 
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either money and economy is captured and explained in the equation of exchange 
Marx as the other classical economists saw money to be tied to a numeraire 
(anchor) such as gold as commodity money, which they saw was capable of 
endowing the wished for general equilibrium social interrelationship between the 
quantity of money and the stable and growing economic activity The emphasis 
was almost exclusively on the production side of the economy 


Neoclassical Version of Quantity Theory 


In the neoclassical version of the quantity theory equation given by Fisher (1911) 
the assumption in the equation to continue to establish under the impact of 
flexible prices, leads to accept conditions of volatility and instability in prices. 
This ts particularly true when the equanon of exchange 1s applied to volatile 
financial and asset-valuation markets. Thereby, the velocity of the quantity theory 
becomes an unstable parameter of the exchange equation. Furthermore, the 
projection of the resulting unstable relationship between volatile prices, exchange 
rates and output causes an unstable general economic relationship at large. This 1s 
the meaning of fundamental disequilibnum in the money-economy relationship, 
Yet the Fisher version of the exchange equation continues on to imply equilibnum 
between the money and economic activity, but at the expense of volatility and 
instability in all markets. 


Growing Uncertainty in the Equation of Exchange 


The coming of mercantilism, global capitalism and the promissory notes financial 
transactions continued on the tradition of the quannty theory of money but 
introduced in the equation of exchange the caveat of interest-based financial 
papers and assets The question of the relationship between interest rates, price 
level and production thus came in focus in the equation of exchange 
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The result of uncertainty and mstubility in the quantity theory equation 
caused by the introduction of bonds, equity and credit markets as perfect 
substitutes of money was recognized in Keynes’ treatment of money and more 
recently by Lucas (1981) and Friedman (1989). Keynes’ Money Demand is a 
behavioral relationship reflecting the propensities that make economic agents to 
hold money over the long run. In the short run there ts no concern over price 
stability as the economy expands into higher levels of productivity by the impact 
of money demand and supply, finally pushing the economy to its long run scarcity 
in factor resources of production and higher demand for output with the arrival of 
the full-employment level of output In this situation of full-employment the 
neutrality of money in expanding real output any further causes unstable and 
inflationary pressures (Marquis, 1996). Furthermore, with inflationary pressure 
sets in the regime of higher interest rates, which in tum can move the economy 
into hyper-inflation or recession Volatile business cycles caused by the 
fluctuations in higher rates of interest and worsening equity market bring about 
depressive conditions in investment: Exchange rate appreciation im the face of 
high interest rates and pnces adversely affects exports, while it encourages 
portfolio as opposed to real investments. The social sector of the economy 
involving employment and social spending is adversely affected The result of 
such uncertainty and volatility 1s well known in terms of the uncertain trade-offs 
between internal balance governed by fiscal policy and extemal balance governed 
by monetary policy (Kenan, 1985). 


Rational Expectanons Hypothesis 


Lucas's rational expectations hypothesis (1972) is of a Keynesian category with 
adaptive information flow in the money and output relationship. Any stability 
relationship here will require primarily a stable information set. But the over all 
economic volatility of the Keynesian model around the long-run full-employment 
point of money-real output neutrality and inflationary regime restricts a sustained 


Monetary Integration 253 


production of information flow to stabilize the otherwise unstable economic 
relations in the Keynesian general equilibrium model. The unanticipated monetary 
supply causes a prolonged increase in price level as the spending plans accept the 
announced monetary effect on higher prices. Spending further, fuels this 
inflationary perception. On the other side, unanticipated money supply gives a 
one-time shock to inflation, which dies down once the unanticipated money 
supply ends. Spending preferences cannot change within the short period of the 
unanticipated money supply. If independence between the anticipated and 
unanticipated money supply shocks cannot be maintained, which is the case if the 
monetary policy is an active onc, then predictability of information flow on 
money supply and its effects on prices and outputs cannot be maintained, This is a 
source of uncertainty and volatility to the money-economy relationship. 


Milton Friedman on Money 


Milton Friedman's (1989) two-scctor generalization of the equation of exchange 
introduces financial instability in the money-economy relationship. The term 
dealing with securities in the equation of exchange is a sensitive function of 
interest rates, particularly the terms structure of interest rates. The presence of the 
term structure of interest rates introduces instability in the equation of exchange, 
for the term structure is always subject to random fluctuations despite the fact the 
long-term interest rate may remain stable, The uncertainty and volatility problems 
are further revealed in the equation of exchange by examining the demand and 
supply of money, both of which are influenced by the term structure of interest 
rates on financial securities. Consequently, the monetary equilibrium is de- 
stabilized by the interaction between such term structure of interest rates and 
prices levels on securities, and thereby on goods and services exchanged in the 
real as opposed to the financial markets. The existence of the term structure of 
interest rates and its compounding volatility effect on prices of goods and services 
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permanently causes monetary disequilibrium to appear in the more recent version 
of Friedman's equation of exchange, 


Certain Definitions 


The money and real economy linkage means sustainability of the circular 
causation interrelationship between money and real economy in the sense of the 
real economy being the domain of non-inflationary and development driven 
spending in market exchangeables. Such a definition comes close to Boulding’s 
(1971) definition of the moral economy. Boulding defines the economy as that 
part of his three-parts total social system comprising the benevolent, the 
malevolent and the integrative sub-systems in which is organized through 
exchange and deals with exchangeables, But with the introduction of such a total 
social system with its particular sub-systems the nature of the exchangeable 
becomes a fuzzy mixture between tangibles and intangibles. 


The real economy is such a total social system in which money and 
economy link cogently with the social question to determine the stable circular 
interrelationships between these. That part of the economy, belonging to the 
malevolent sub-system that causes market exchange in speculation, volatile and 
unethical activities, is discounted from the definition of the real economy. This 
exclusion is not by way of imposition on the market. Rather, the consequences on 
ethical preferences and menus of the general economic relationships (Sen, 1990) 
arise from the endogenous nature of the circular interrelationships among these 
three sectors together with the fourth most crucially governing epistemology 
guiding and sustaining the full circular causation interrelationships, Only by way 
of this sustainability consequence but not as a primordial premise of definition, is 
a real economy one in which real output remains stable and establishes its stable 
relationship with money in the equation of exchange. 
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The Universal Standard in the money-real economy social harmonizing, 
which is the complementary circular causation interrelationship between money, 
real economy, social and epistemological domains means the following two 
coterminous concepts in the choice of the monetary numeraire. Firstly, the most 
useful numeraire as a stable commodity standard for currency valuation is found 
to be the gold standard. Secondly, the re-establishment of the gold standard means 
institutional restructuring of the monetary, financial and economic systems 
govemed by a regime of the 100 per cent reserve requirement monetary system. 
Yet the quantity of the gold holding to support the currency circulation in the real 
economy governed by the 100 per cent RRMS is minimal and of a special nature 
as will be explained. 


The epistemological background is unity of knowledge working 
endogenously in the circular causation interrelationships between and within two 
levels of systems together forming the socio-economic general equilibrium 
framework. Firstly, there is the Ontological Evidential System (OFS). This 
provides the list of socio-economic variables and their ontological functions. 
Secondly, there is the Institutional System (IS) comprising the Central Bank, 
Commercial Banks, Financial and non-Financial Intermediaries and the Ministry 
of Social and Economic Development Planning. The IS discourses within it in 
respect to the interrelationships observed or formulated for the OES. Thus the 
normative and positive evidences of unity of knowledge at the OES circularly 
recourses with the IS, while there are dynamic functions within and between these 
systems us there are similar circular feedbacks by discourse or interaction within 


the systems. 


Because of the primacy of feedback premised on the axiom of unity of 
knowledge as the governing law of such circularly interrelating systems, three 
properties characterize these relations intra and inter- systems. These are firstly 
pervasive interaction between evidential forms, institutional decisions and 
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between these categories, Secondly, such extensive interactions lead into 
participatory consensus or equilibrium convergences at the levels of OES and IS, 
respectively. We refer to such interactively resulting convergences or consensus 
as integration. 


Each sequence of interaction leading to integration ends with the 
evaluation of the interactive, integrative relations between and within the OES 
and IS, The evaluative objective function is referred to as the Social Wellbeing 
Function (SWF). SWF measures the degree to which unity of knowledge is 
attained in the interactive, integrative process as defined above. Evaluation of 
SWF is thereafter followed by evolution into subsequent sequences of processes 
of similar types. The OES-IS interrelations are thus circularly generated and 
perpetuated across processes through the evaluation of the SWF in the light of the 
epistemology of unity of knowledge. 


The sequences of the interaction, integration and evolutionary processes 
(IE-process) signifying the circular causation interrelationships governed by the 
epistemology of unity of knowledge are shown in Figure 10.1. 
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Figure 10.1; Circular Causation Interrelationships in ITE Processes 
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Because {0, 6...) are generated recursively by the IIE processes according to the 
‘epesteme of unity of knowledge, which alone remains exogenous in the entirely 
endogenous system of circular causation interrelations, therefore we refer to them as 
knowledge-flows derived from the epistemology of unity of knowledge 
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Deriving the Money-Real Economy Social Interrelations in the OES-IS 
Framework 


The epistemological model of Figure 10.1 is now used to formulate the money- 
real economy circular causation social interrelations. We depict this first in Figure 
10.2 
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Figure 10.2; Epistemological Induction in the Money-Real Economy 
Social Interrelations 
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Explananon of Figure 10.2 


EP 1s the epistemology of unity of knowledge at the IS level. M denotes quantity 
of money and is recursively determined in the sense of complementanties 
between (0°, Q(0*),p(0*), (n(0*¥i(0*)), T(0*), E(0*), M(0")},, t denotes lagged recursion 
of 6° -values and its induced vanables, beginning with the first process when t = 0 


For simplicity we have subsumed the knowledge-flow vector in the symbol 0* 
Q(0*) denotes 0*-induced output. p(6*) denotes 6*-induced price level. 1(/0* ) denotes 0*- 
induced rate of return on equities (0%) denotes ©*-induced reduction in interest rates. 
Thus (r(0* Vi(0*)) ts a relative price of two mutually exclusive financial policy vanables 
in the interest-free money-cconomy relationship. T(0*) denotes knowledge-induced total 
balance of payments (Current Accounts + Capital Accounts) E(8*) denotes employment 
vanable as a social indicator M(8*) denotes knowledge-induced quantity of money 
vanable 


The variables shown are circularly interrelated according to the TIE framework of 
unity of knowledge. Therefore, the normative target 1s to derive and guide this system of 
circular causation interrelations into positive relationships between the vanables while 
evaluating the degree to which such progressive complementantics exist in the 
recursively evaluated social wellbeing function, 


SWF({0*,Q(0* ),p(O*), (r(O* MAC"), T(8*),E(0*), MiB*)} ), (01) 


Consequently, in a positive direction of the money-real cconomy social 
transformation we ought to be looking for a progressively enhancing positive values of 
the elasticity coefficients between the vanables interrelated and recursively estimated in 
the circular causation interrelationships 


What does this formalism mean’? According to the moncy-real coonomy social 
interrelations as explained earlier, the quantity of money equals the spending m goods, 
financial assets and services determined by policy guidance and preference changes in the 
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light of knowledge induction. Vice-versa m the cyclical round of processes, the lagged 
monetary, financial, real economy and social variables determme the new matching 
quanuty of moncy The indeterminacy of the money-pnice-output relationship of vanous 
versions of the quantity theory is thus removed by the lagged determination of the 
vanables in the circular causation process. Money is thus fully endogenous in terms of 
the other variables and the lagged ones in the IIE process 


Now since the return on money is predetermined by the return of the real 
economy, which is productive and social in spending according to the policy and 
preference choices, therefore, the accumulation of capital and the growth of the economy 
is determined by an inverse relationship between r and 1 in accordance with the degree of 
impact of recursive @*-values Consequently, the IS and OES are now made to 
recursively respond to cach other along the path of sustainability of the followmg 
expected relationship of normatively guided direction of money-teal economy social 
transformation 


0*T + {p(0*).Q(0*)=spending} T~»r(0*)T 910") 4» T(0*) fe = exchange rate 
stabilizes? -»E(0*)T-»MT—» _. SWFT—» repeated by sustainability of the IS-OES 
complementanties referring to the episteme of unity of knowledge and the policies, 
instruments and preferences so evolved. 1 denotes increase, + denotes decrease, —> 
denotes implication. (102) 


Because of the productive and socially guided nature of spending matching with 
the quantity of money in a progressively eroding interest regime, the rates of growth of 
quantity of money execeds the rate of growth of prices, thereby causing a supply-side 
economics to emerge From the Fisher version of the quantity theory we note that now 
that rate of growth of real money (M/p) equals the rate of growth of output. 
Consequently, the rate of growth of pnee level is zero. Inflationary pressure is arrested by 
the money-real economy social conditions of the equation of exchange Such a 
relationship is thereby a harbinger of social and coonomic progress and cconomic 
stabilization in a general social equilibrium framework Because of circular causation in 
the IIE processes the strict order of the money-real economy social relations may not be 
necessary even as these relations evolve and reinforce themselves. 
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Money-Real Economy Social Relations is Realized by the 100 Per Cent Reserve 
Requirement Monetary System with the Gold Standard 


We define the 100 per cent reserve requirement monetary system m the light of the 
endogenous moncy-real economy social interrelations as both the 100 per cent 
mobilizabon of bank deposits in commercial banks into productive assets, goods and 
services in exchange and also the holding of 100 per cent of un-mobilized funds of 
depositors with the Central Bank. Consequently, the commercial bank has no scope to 
direct funds in interest-beanng savings and the retum on money between the commercial 
bank and the real economy is perfectly shared between the depositors, the commercial 
bank and a diversified number of shareholders of the outlet into which funds are 
mobilized Hence, the rate of return on money equals the rate of return on assets and 
exchangeables of the real economy in accordance with the effect of O-values in the 
system of causal interrelationships. 


The accumulated amount of excess funds after resource mobilization by the 
commercial banks is held at the central bank where it is supported by a stock of gold But 
since such residual funds would be marginal m a vibrant moncy-rcal economy social 
interrelationship with r increasing along with socially productive spending, thereforc, 
only @ proportionate quantity of gold stock would be required to assign denomination to 
the currency held But since two currencies cannot exist within the same cconomy, 
therefore the denommation of held funds in terms of the proportionate stock of gold 
would be applied to all the money m circulation tn the real economy 


The seigniorage from the cost of production of a proportionate amount of gold to 
back up the resxiual un-mobilized funds forms a percentage charge on the resxdual 
reserve held with the central bank The central bank collects this sezniorage from the 
commercial bank The seigniorage revenue overwnites the cost of managing the funds by 
the commercial banks The clientele is protected from devaluation of the currency value 
by its gold backing In this way the clientele benefits im two ways. Firstly, he ws a 
shareholder with a proportionate profit share of his mobilized funds into socially 
productive spending through commercial banks Secondly, his un-mobilized funds are 
protected from devaluation by the gold backing In both of these cases moncy now 
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becomes asset-backed money with the gold numeraire for valuation of the stock of 
money in circulation and held at the central bank. The commercial bank can at any time 
draw out of the accumulated reserves with the central bank to finance projects im tandem 
with the socially productive transformation of the real economy 


In the 100 per cent RRMS commercial banks lose their ability to affect multiple 
credit creation and thereby accumulate large volumes of interest payments from inter- 
bank lending and other lending Money 1s thus created out of nothing in such fractional 
reserve requirement system to the benefit of large savers, banks and corporations 
(Shakespeare, 2003). Besides this, commercial banks can also borrow from their reserves 
with the central bank to generate new loans and thus cam profits from the interest spread 
between the prime rate and the commercial rate 


In the 100 per cent RRMS the absence of savings in liquid funds in commercial 
banks turns all inter-bank capital flows to be of the profit-sharing type in venture capital, 
trade financing and cquity participation Consequently, the quantity of money in 
circulation matches with the existing project and spending value. Speculation is avoided 
by such a matching formula and volatility as well as uncertainty ts avoided by the 
stability of relative pnces m complementary money, and financial and real goods and 
services. There can exist no incentive to save in liquidity in such a financial system 
indeed Keynes (1930) considered savings as a lure for money to be 2 withdrawal from 
productive economic activity when savings did not equal expected investment in the short 
run. The 100 per cent RRMS is thus a monctary system that by its systemic naturc 
discourages savings and encourages and enhances resource mobilization These are 
opposite activities between the financial and real sectors, respectively * 


Denominating Currency Value Backed by the Gold Standard 


The central bank sets the value of the gold-backed currency by allocating a stock of gold, 
say G that ts equivalent to the purchase of basic needs basket of goods, say X Such basic 
needs are dynamic over time and leaming im the IIE-processes governing 1S-OES 
relationships. Thereby, G = p.X, value of spending in X at pnces p (treat p.X as vector 
multiplication) 
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Next consider a quantity of moncy M being held at the central bank as residual 
holding that could not be mobilized but will be required later on by the commercial bank 
Since M = p X (vector multiplication), therefore, M = p.X = G. M is backed by gold to 
the extent of spending in X at prices p (vectors). Since the dynamic basic needs basket is 
invoked in this gold valuation of money, therefore, all moncy m circulation in the real 
economy is backed by the same gold standard Thereby, prices are stabilized by gold 
backing in terms of money growth being measured by the rate of growth of output * 


The central bank is responsible for overseeing the health of the economy by 
consulting with commercial banks on the allocation of funds in socially productive 
directions and fixing the gold-backing for the quantity of moncy in the economy. Note 
that the base of gold and money valuation is the basic needs basket. which is a dynamic 
category because of the presence of O-valucs i all such values according to the episteme 
of systemic unity of knowledge 


How much gold stock would be required to maintain the 100 per cent RRMS! A 
minimal amount, for AM = Ml ~ M2, where M1 denotes the potential quantity of money 
in circulation if the commercial bank deposit was fully mobilized at a pomt in time. M2 
denotes the actual quantity of money in circulation through the commercial bank. The 
actual case would be that a certain amount of foreign debt will exist and the central bank 
must create a quantity of money to liquidate this if otherwise the private sector is unable 
to fully securitize the debt by debt-cquity swap 


Hence’ AM = Mi - M2 = (GI ~ G21 +g) = AG(1 +g) That is, AM/AG = (1 + 
2). This is equivalent to (AM/M\¥(AG/G) = (1 + 2) That is the rate of elasticity of money 
with respect to gold remains in a steady state and is determined by the growth rate of the 
economy 


In the deal case when full mobilization of resources takes place through 
the commercial bank, then too AM 2 0; consequently, AG # 0 That 1s because a 
stock of gold-backed money must always remain with the central bank for 
purposes of valuation and supply on short notice as needed in case of excess 
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demand in a growing non-inflationary economy in the absence of interest rate and 
the presence of spending. Thus there ts an inverse relationship between resource 
mobilization and the stock of gold. The function of the central bank ts simply to 
oversee the health of the economy, maintain the gold standard and provide 
necessary guidance to the commercial bank and the development process. 


The Open Economy Case 


The gold standard as explained above is the universal standard for harmonizing 
the money-real economy social imterrelationship Now two cases would arise for 
the open economy First let us assume that regional economies will continue their 
own currencies but all will be backed by gold by their own central bank or by a 
regional central bank as in the case of the EU. The second case is that of a 
common currency area with a common central bank with the gold standard This 
1s the case now being thought of by the GCC Common Currency Area 


In the first case like the EURO, the European Central Bank would 
stabilize the value of the EURO by the gold standard, while all other regional 
currencies linked to EURO will be valued against the EURO. The EURO 1s then 
like the SDR as a weighted average of the European basket of currencies backed 
by gold for reasons of economic stability and growth In this case an amount of 
EURO ts supported by a stock of gold that ts allocated across the central banks of 
member countries 


In this case of a regional monetary union with currency retention by 
different countnes the effective rate of exchange is given by relative currency 
value that is made im terms of the gold holding in the 1, ) countnes. By our model 
of the central bank relations in gold holding we note that the gold holdings will be 
proportional to the residual quantity of money created by the central banks * 
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In the case of a perfect common currency area, as is aspired for by the GCC region, it 1s 
obvious that ¢; = |, This was also the arrangement under the fixed exchange rate regime 
under the gold standard in the Bretion Woods Institution arrangement prior to 1973. The 
result was a coterminous stability in gold prices, price level and moncy supply. 


Figures 10.3-10.7 bring out this fact. The time trend regressions show that 
volatility in the currency markets and unstable prices level along with volatile price of 
gold started from 1973 onwards when the fixed exchange rate and the gold standard were 
abandoned in favor of flexible exchange rates and promissory paper currency numeraire. 


The General Message from Figures 10.3-10.7 and the Estimated Equations 


The estimation of the gold price trends, the money supply and CPI trends are done for the 
period 1913-2001 for the U.S. The general picture of these trends and interrelations 
between moncy supply, real money supply and gold prices movements over the period of 
observation point out a remarkable stability of the gold prices and CPI trends between 
1913 and about 1965 when the Bretton Woods policy on pegged exchange rates along 
with the gold standard was abandoned, Thereafter, a highly volatile money and real 
economy relationship ensued. This kind of volatility has today become not only endemic 
for global financial and economic uncertainty but also the intrinsic problem of the 
fractional reserve requirement system with its paper money standard, abandoning the 
gold standard and the consequential pegged exchange rate regime. 


266 Islamic Economics and Finance 


Time Trends in Gold Price and Consumer Price Index 


Pyold: gold prices U.S.A; CPLULS.A: consumer price index in decimal form, t © treme, 
1913-2001 


PGOLD 


Figure 10.3: Long-Term Trend in Gold Prices: 1913-2001 


Pgold © -80,.840+4.6301, 
(3.95311 834) 

K Square: 0.6168 

Durbin-Watson: 0.2193 
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CPI 


Figure 10.4: Long-Term Tread in Consumer Price Level: 1913-2001 


CPI ratio= 008+, 004 ¢, 
(8438) (16.155) 

K Square: 0.8156 

Durbio-Watson: 0.0735 


268 Islamic Leonommes and Finance 


(Pgold / CPI) 


Figure 10.5; Long-Term Trend in Real Gold Prices: 1913-2001 


Pgold/CPL ration 129.927 +1.7351. 
(5.939) (4.157) 

R Square: 0.1673 

Durbin-W atson: 6.3135 
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U.S, Nominal and Real Money Supply (1959-2001) 


(MS)= -1087,139+170.1744. 
(4.207) (17.393) 

R Square: 0.8755 

Durbin-Watson: 0.5150 


Figure 10.6: Money Supply (M3) (billions of dollars) over Time 
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MS/CPI= 7545,748+143.835t. 
(5.098) (2.455) 
R Square: 0.1281 


Durbin-Watson: 0.4512 


MS / CPI 


40004 


Figure 10.7: U.S, Real Money Supply ((MS/ CP1)} (billions of dollars) 
over Time t 
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The above estimation results pout out the remarkable stability of both gold 
prices and inflation rate (CP! in decimal form) between 1913 and 1960. This is the point 
of time when the fixed exchange rate and the gold standard were abandoned at the 
Bretton Woods Arrangement. Subsequently, both inflapon rate and consequently gold 
prices increased astronomucally. Thus real gold prices became volatile We therefore find 
that the R-square values and the Durbin Watson staustics do not infer linear fit and point 
to the existence of time-scrics problems, respectively even in these simple linear 
estimated equations Non-linear relations are im order to carry out complex interrelations 


The relationship between gold pnees and the price levels is empincally pomted 
out to be a fairly close one In our cpistemological language on complementarities and 
linkage, such a close relationship establishes gold to be a good standard for money and 
real cconomie stability. Monetary stability is caused both by the stable gold prices, with 
gold as the currency numeraire Real economy stability is caused by price stability 
Thereby, since gold supports the moncy-real economy relationship in our epistemological 
model, therefore such 4 model brings together the overall general economic equilibrium 
through the gold standard 


Central bank and commercial bank relationship respecting institutional 
management of the real economy and monetary sector by resource mobilization and 
mainicnance of a given gold stock is intertwined with the over all stability that gold 
causes in pnee levels of goods and services, which money supports by the gold 
denomunation to currency value. This is truc in the intemational economy too because of 
the extension of global markets, al! of which will be backed by the gold standard 


Estimated and actual money supply equation for the U.S. M3 between 1959 up to 
1969 show a good stability, but becomes inflationary after that with pnce level increasing 
along with money supply. Consequenily, the real moncy supply remains fauly stable post 
1959 until 1985. The decline in real moncy supply near to 1959 ts duc to a restricted 
money supply following the monctarist doctrine in the face of high inflavon rate that 
followed the collapse of the gold standard in the U.S. around the same time 
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Institutional Implications of the Universal Harmonization of Money-Real Economy 
Linkage 

The distinct link between money and real economy through the financial medium of 
resource allocation and the new form of institutional arrangement required between the 
central bank and the commercial bank in the light of monetary integration ts not the kind 
of model one finds in the new financial architecture. In this regard we note here the 
models suggested by the Intemational Monetary Fund and the Basle I]. Accordingly, we 
have already noted that the EU monetary union is still a paper based monetary valuation 
system, upon which all the macroeconomic policies and real economy questions revolve. 


The IMF looking for a new financial architecture continues on along the 
paradigm of the global paper currency numermre. It has come to accept the present days” 
flexible exchange rates regime and the rule of markets to set such rates, Because of the 
predominance of market forces in setting exchange rates, mlerest rates and an active 
exercise of monetary policy to stabilize the financial volatility and external sector 
mmbalances, macroeconomic coordination has become difficult as a global policy rule 
(Tlaga, 2000). The policy rules regarding transparency, disclosure and global market 
driven capitalistic norms are exogenous policy measures. Consequently, social functions 
of economic and financial policies, such ws distribution, employment and poverty 
alleviation as some examples, are not within the purview of such policies at the IMF. The 
World Bank is made responsible to attend to such socio-cconomic goals. Thus the World 
Bank and the IMF are in pursuit of two disengaged, that is, exogenous, policy rules and 
goals, Economic theory, which is predominantly neoclassical in essence in the national 
boardrooms with monetansm at the centre of monetary theory in the nabonal central 
banks, remains in concert with the unbndled prevalence or exogenous governance of 
market forces for monetary stability (Desm, 1989) In the end the new financial 
architecture by the IMF simply means a sct of rules on financial governance and the 
exercise of market-friendly policies to operate with a globally export-onentation and the 
growth paradigm (IMF 1995). 


The target of regulating the banking sector to sustain its financial efficiency ts at 
the heart of the Basle I! Capital Adequacy Accord (2003) Basle Il recommends 3 
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minimum capital adequacy requirement to central banks in the hope of engaging 
mobilization of financial resource into the private sector and thus let market forces 
perform the efficiency function. While this is also a recommendation of our money-real 
economy linkage, still the difference is on Basle Il neutrality of commercial banks and 
microenterprises in participating to determine the capital requirement base. The central 
assigns the capital adequacy accord with its prescription of minimum capital requirement, 
This is the top-down as opposed to bottom-up approach in the Basle II capital accord 
approach, The participatory nature of central bank, commercial and real economy 
agencies of our prescribed model is absent in Basle II despite that Basle 1 has had 
discussion sessions with industry at the higher echelons of the economy. 


When we combine the IMF with Basle #1 on the matter of a new global financial 
architecture we note that the future would be no different than the present in terms of 
financial volatility and uncertainty. The exchange rate and relative prices of financial 
substitutes will remain volatile and uncertain in the face of market forces relenting on the 
valuanion of currency by the promissory paper standard. Gold that is not stocked by 
central banks under a regulatory control intemationally set, let us say by the International 
Bank of Settlements will be acquired by private hedgers against currencies. Thereby, 
global currency wars will drive up the exchange rates and price of gold for those 
countries that acquire more of it without a distributive control on gold allocation across 
global central banks. The price of gold has increased astronomically since the end of 
Bretton Woods Institution arrangement of fixed exchange rate regime in 1973 and 
continues on to soar today because of such private and unequal gold holdings (Van 
Eeden, Jan, 2002). 


We note from our carlier arguments that for reasons of the money-real economy 
social relations, gold is a pseudo private good. Its distribution across central banks 
regionally and globally is important to stem the tide of currency speculation and gold- 
currency swap. In this sense is both social commodity and performs a social function 
along lines of economic stabilization and equitable real income distribution. While it 
might appear that 4 low gold stock holding in the central bank as prescribed in our model 
of money-real economy social relationship could lower the currency values, yet the 
convergence to such a universal harmonization by the gold standard will dnve the 
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exchange rate to near unity and stable levels. Thus it is the distribution principle of the 
total global stock of gold that wall be instrumental in stabilizing exchange rates and by 
circular causation also relative prices of goods. Goods traded in markets are dynamically 
complementary in nature instead of being substitutes. That is because product and risk 
diversification in the real economy markets require simultancous development on all 
fronts both by market forces, technological diffusion and effective dissemination of 
knowledge generated in the IIE-process of market and polity relationships. The idea of 
complementaritics between goods and resource means that the expansion of knowledge, 
information and technological change must sinultancously affect production and 
spending, although the differential allocation between these goods, factors and resources 
can vary. 


Such a principle of pervasively complementary resource allocation is quite 
contrary to the economic dynamics of common currency areas. The opportunity costs of 
monetary integration in terms of opportunities foregone are borne by the more productive 
country to accommodate 2 less productive member. Such costs could be foregone 
exports, lack of complementarities in production and primary resources, factor costs 
according to differential levels of factor productivity causing unemployment and wage 
disparities and misalignment of inter-country inflationary rates (Grauwe, 1997). The 
methodology of opportunity costs is continued in the framework of common markets in 
80 far as the regime of paper currency causes inflationary pressure and volatile interest 
rate-exchange rate mechanism for external sector stabilization. 


In the regime of pervasive resource complementarities the social and economic 
dynamies change from the optimization marginalist methods to simulation models of 
continuous learning This is the function of the knowledge-flows 0 that we examined 
earlier. The strength of economic stabilization for the social good now rests on an 
extensively participatory economy. Money and real economy social relations perform a 
critical role in generating and sustaining participatory linkages across the general 
equilibrium framework. 
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The policies for stimulating the economy by complementary actions are the 
following: (i) The participation by networking and linkages across agents, projects and 
sectors would lead to the development of microeconomic basis of macroeconomic 
policies by the central bank and the commercial banks working jointly. (11) The central 
bank is in charge of the functions of overseeing the growth, stabilization, risk, production 
diversification and social forces of economic consequences. (iii) The central bank 
governs a proper stock of gold to back up money and valuation of assets in the real 
economy. (iv) The central bank and commercial banks together coordinate polictes and 
actions to expand markets by international trade and progression into linked markets, thus 
ultimately leading to the establishment of a common market in the optimal common 
currency area. (v) The central bank together with commercial banks expand human 
resource training centers to disseminate information flow and awareness for public at 
large on the modus operand: of a knowledge-centered social and economic system 
operating in the framework of unity of knowledge as earlier explained in the 
epistemological sense and applied to the moncy-real economy social interrelations, 


What would be the nature of monetary, fiscal and trade policies in the regime of 
complementary resource allocation? 


Because of the microecononuc nature of projects by sectors and social relevance, 
money assumes a micro-function. We call such allocated money pursuing financial needs 
of projects as micro-money (Choudhury, 2004).* Therefore monetary policy based on 
micro-money means that the central bank and commercial banks coordinate expenditure 
policies and setting of gold stocks for supporting the money in circulation in the real 
economy. The issue of economic stabilization in such a system was discussed earlier. The 
driving instrument of micro-monetary policy ts the rate of retum (r) in a regime of 
declining interest rates (i). We denoted this instrument earlier by (r/i). 


In the case of fiscal policy, the microeconomic nature of economic aggregation 
and an automatic stabilization of the economy between real sector demand and micro- 
moncy creation with the gold backing in inverse proportionality will reduce the 
effectiveness of fiscal policy except for social expenditure. Here the principle of 
complcmentaritics between micro-monetary policy and residual fiscal policy will reduce 
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interest rates and consequently increase interest rate. This will cause (r/i) to increase in a 
participatory economy. The social function of economic change is thus endogenously 
transferred to the market friendly process (Choudhury, 1997), Now both micro-monetary 
and fiscal policies are marginalized. Hence the cost of government expenditure and of the 
central bank is automatically stabilized and a balanced budget emerges. The financial 
resource saving can now be directed to information generation and overseeing of socio- 
economic functions. The important policy function is reverted to creating of knowledge 
and overseeing and guidance of the national economy. Such a policy direction is in 
accord with moral suasion exerted by the central bank on commercial banks for an accord 
on economic stabilization in reference to monetary effect for the common good (Boreham 
& Bodkin, 1988). The difference though in the gold-backed monetary arrangement |s that 
there is a binding and thus legal agreement between the central bank and the commercial 
bank on moral suasion relating to the function of banking participation, resource 
mobilization and its relationship with gold holding at the central bank. Through the 
commercial bank statutory obligation on the moral suasion policy the rest of the 
economic functions are integrated in the moral suasion dynamics. 


A Single Global Currency 


Lastly, we come to the issue of a single global currency and what it means in the context 
of the gold standard. Professor Robert Mundell (Nov, 8, 2000) has proposed three 
approaches to establishing a single global currency as the optimal currency. Firstly, he 
advocates for the return to gold as the currency standard (anchor). He points out that the 
return to the gold standard will generate stability of price level and a return to fixed 
exchange rate that will also stabilize external sector balances and internal sector fiscal 
policy for creating growth and employment, given of course perfect labour mobility 
between regions. To realize such results, gold would have to be stable in value, This 
would be the responsibility of a super-encompassing agency making sure that the 
relationship between gold and commodity prices was a stable one. In this regard Figure 
10.3 points out that indeed the real gold prices were fairly stable prior to the 
abandonment of the fixed exchange rate regime (gold standard) and became volatile at 
once as the flexible exchange rate policy was introduced. 
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Professor Mundell goes on to suggest the second approach to conversion to a 
single global currency. Choose @ given currency basket, say the SDR; index it for 
inflation and make such an indexed SDR as the anchor of a single global currency The 
problem as we sce it would be a strict requirement for uniform monetary and 
macroeconomic policy coordination between the countries whose currencies are chosen 
in the basket and then for all other countries to do the same with respect to the anchor 
currency. This appcars to be similar to the advocacy for a common Keynesian full- 
employment target of output and prices on a global scale governed by the Bretton Woods 
Institutions, The idea did not work out, as productivity levels of different countries are so 
disparate mn thei levels and structure that such a full-employment policy is impossible to 
be pursued by a global organization (Worswick, 1989). 


The turd possibility suggested by Professor Mundell 1s to select three important 
currencies belonging to three large currency areas, say the US Dollar. EURO and Yen 
The suggestion is that if these currencies can rally together with good deal of monetary 
and macroeconomic policy coordination between them, then other currency areas that are 
close to these three major currencies or currency areas will eventually join the three 
common currency area to form one optimal currency Rogoff (undated) advocates for a 
less than optimal currency area among the big three. According to him a flexible 
exchange rate, financial mnovation and existing monctary and open-cconomy 
macroeconomic coordination are necessary for an optimal currency area 


In either of the last two cases suggested for a single global currency there is the 
real political sensitivity that nations with different political demands and financial 
arrangements will resist such overarching control by policies based on monetary and 
macroeconomic coordination that might appear to be inimical to their interests, Even in 
the case of a near harmonizavion of their currencies with the emerging common currency 
area the internal financial and goods markets of such other countnes will be distorted by 
the existence of contrary financial arrangements and innovations. An important example 
in this regard is the growing number of Islamic banks within Muslim countnes whose 
objectives being to transform the economics incrementally into Islamic economics will 
work against the interest-dnven monetary and macrocconamic coordination policies 
under the single global currency regime. Even if such Muslim Governments were to join 
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the single global currency area the increasing importance of Islamic banks in these 
economies will distort the financial and goods producing economies by segmentation 
between interest-bearing and interest-avording financial and productive transformations 


The first of Professor Mundell’s suggestion as a possibility to return to the gold 
standard as the anchor of all currencies despite the different currencies that countnes may 
continue on to hold appears to pose the best alternative in the light of the epistemological 
context of our money-real economy causal interrelationships. The costs of adjustment to 
the gold standard and to the economic and financial changes are not only low but also not 
positively overwntten by the expected gains. The evidence of stable prices and money 
supply conditions points to the substantive stability expected under the gold standard with 
an endogenously generated convergence to fixed exchange rate 


Complementarities between the real economy (production and spending), money 
and open-cconomy generalization of exchange mic stability, all pomt to the gains in 
financial stability and terms of trade of all countries with their own areas of commodity, 
production and factor endowment specializations Above all, it ts noted from our 
epistemological moncy-real economy knowledge-induced complementary methodology 
that a small amount of gold suffices to support a great deal of real economy transactions 
in the changed institutional and policy relanonship between the central bank and 
commercial banks. The transformation to a global adoption of such a model would of 
course require a super-encompassing monetary authority to allocate the gold stock to 
member countnes, and thereby, further accommodate the participation and learning for 
sustaining the money-real economy causal interrelatonships by continuous discourse and 
learning 


The cogent set of policy instruments to transform to the gold standard backing 
the money-real economy interrelationship m our proposed system would be those that 
would run down or replace the interest-based monetary and development polices. This is 
an endogenous consequence of the moncy-real economy causal interrelavionships in the 
micro-money version of the quantity theory of money, as pointed out earlier 
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Conclusion 


The demand for global stability in financial and productive sectors requires a fresh look 
of the relationship between money and the real economy. In the terminology of the global 
Optimal currency area such a causul interrelationship requires a return to the anchor of 
gold to support real economy relationship. In this the function of central banks is reduced 
to supervision of the macroeconomic health and microeconomic relationships on projects 
that are financed by resource mobilization through the commercial banks, Thereby the 
predominance of endogenous relations at the economy, market, global and institutional 
levels reduce the transaction costs of the change to an allocatively determined gold 
standard by a global monetary authonty, the central banks of member countries and the 
member commercial banks in concert with the economy at large. This is the social 
relationship of the money-real economy linkage, which causes further integrated effects 
on factor mobilization, innovation, participatory economic change and fair distnbution, 
All these are a reign on global capitalism and the globalization process that do not bring 
about social dividends to many. Moncy instead is a social contravention as well as being 


Many of the implications of the single global currency regime are found to exist 
in the gold-backed money-real economy linkage, such as convergence to fixed exchange 
rate and thereby global real economic stability along with the attenuating price stability. 
‘The strength of our model system rests on the productive transformation of the economy 
with money supporting this transformation as an artifact of the money-real economy 
linkage through the financial sector and by the use of appropriate policy instruments. The 
stock of gold with the global monctury authority and in the central banks are meant to 
support a stock of debt outstanding and a reserve that comes by way of holding un- 
mobilized funds through the commercial banks im the attenuating 100 per cent reserve 
Tequirement monetary system, 


Some of the kinds of policy instruments that the moncy-real economy gold- 
backed 100 per cent reserve requirement monetary system will use are as follows: 
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. Continuous discourse that ts policy participatory for learning and guidance by 


institutional arrangement in the ever-spanning tnpartite interrelationship 
involving the central bank, the commercial banks and the real economy. 


. Participatory instruments such as profit-shanng, equity participation, trade 


financing, joint ventures, cofinancing and other cooperative forms that help to (a) 
select socially and economically useful projects; (b) mobilize resources between 
the financial and real sectors, 


Extension of the money-real cconomy complementary concept across the 
economy at large by means of the micro-money perspective and thus causing 
participatory dynamics to pervade all of the economy. 


. The continuous monitoring of a social and economic objective in the tripartite 


relationship mentioned in (1), thus reflecting the general social and economic 
equilibrium. 


. bmmediately launching the academic and policy-onented learning along lines of 


the epistemological nature of the moncy-real economy gold-backed 100 per cent 
reserve requirement monetary system and familiarizing the political echelons 
along lines of this kind of global monetary transformation. 
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Notes 

1. ted 1=1 t=2 t=n 
Ourput — Qe Qh = QUIsKI=i) Quy = Qul-sy(14i)? Q. = Qdl- 
suey 

Returns on 

Savingss denotes the constant savings rate 

Savings Qyl-s)  Qi(l-s) = Qul4yV(+ i) Q, = Qa l-sy+ iy" 
Output — Qu QV = Qt) Qs = QU Itey Q.° = Quilts)” 
Retums on 

Spending 


If all of savings is mobilized into spending at any given point of time then the above two 
results will be the same. There 1s no savings deduction in the latter case because resource 
mobilization at any point of time enters the GDP accounting and forms aggregate output. 
Now consider the following results: 

ALt=n, 

Q,' > Q,, because of the withdrawal by way of savings, provided, 

(lery®! > (sy 

‘That as, 1 +1r> (1-sy""( +i) 

Or, 1 +r>1—s +r, to a linear approximation; 
Or, r>i—s. This is the leverage of rate of return over the net interest rate after savings, 


proving that savings, which depends upon interest rate, is always a withdrawal 
irrespective of the accumulation of funds over time. 


2..AM = p.X = AG, Aand thereby AG denote the residual money and its gold-backing 
required following resource mobilization through commercial banks. This relation can be 
re-written as, AM = Ep,X, = AG by tking individual prices of the corresponding goods. 
The same relation can be written as, 


AM = [Zp X/EpwXe}[Zpe-Xo] * AG, 


Lpo.X_ denotes base year spending in the basic needs basket; (Zp, X/Lpo.Xe] = CPI ina 
given year in reference to the base year. 


AM/CPI = (py.X.) = AGy or, CPL = AM/AG, = [AMy/AG,(1 = g), 
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because AMs is determined according to the rate of growth of output, g, in the money-real 
economy social relationship, 


Thus, CPI changes proportionately to the rate of change in productivity, There 
cannot be inflationary pressure in such a case, a point that was pointed out carlier as well. 


3. EU = G=X4G, = Ze(g-C,), where g; a unit of gold required to support the value of 
currency C, in country ‘1 of the region R. G is thus allocated across the member central 
banks. 
We define the regional exchange rate ¢, between countries i and j by, 
6 = CYC, = BAG/G), 


where Bj, = g/g) and depends upon the currency denomination made by the i, j countries 
central banks. 


4. Definition of micro-money involves the following deconstruction of the equation of 
exchange in quantity theory of money: 


SMV, = Py - 


P, denotes price in the ith market; 
y, denotes per capita income in the ith market; 


i=1,2,...,.% 

The above expression reduces to, MV, = Piy, as an identity, for each + = 1,2,.,..0 
Thereby, MV/Py, = M,V/Py,, 
That is, MV/ MLV, = Py/ Piy, = (P/P\ My?) for iy = 1,2,....0. 


These expressions imply that for the total volume of micro-money in financing 
the nominal value of transactions in the ith market, relative prices in money terms 
between the markets must remain stable and the markets must be in equilibrium. This 
result requires well determination of the agent-specific preferences as in the case of the 
“real bills’ hypothesis or the 100 per cent RRMS backed by the gold standard. 


QUESTIONS IN ISLAMIC ECONOMIC 
AND FINANCIAL ANALYSIS 


PARTI 


A financial firm is a Shura in the light of the IIE or Shuratic Process 
methodology of expression (2.1) in Chapter 2 


(1.1) Explain this statement with respect to the simulation problem of 
the firm's profit-function 

(1.2) Specify the profit function of the firm in the light of the attnbutes 
of expression (1.1), first within one process Pl, secondly across 
multiple processes {P1, P2,_, Pn) 


(2.1) Generalize (1.1) and (1 2) for several firms in a multimarket case 

(2.2) Now use the above expressions to explain how interactions occur 
between such participatory firms in the venue of complementary 
relations relating to (1) joml strategy on the production function 
(inputs and outputs) and (2) market pricing (as opposed to 
collusive pneimg of an oligopoly) 


Set up the soctal wellberg function for profit-function in the case of 


(3.1) one firm in question (1), 
(3.2) multiple firms in question (2) 


An Islamic firm, such as an Islamic bank, looks after its shareholders’ 
protection of wealth as well as undertakes socially meaningful projects 
How are these dual objectives realized in the participatory and dynamic 
objective of questions (2)43) as explained by a generalized social 
wellbeing function? 


(41) Draw a diagram to bring out the interaction, integration and 
evolunonary processes of unity of knowledge 

(42) Assign symbolic variables to show how the IE process works in 
4) 


The simulation problem assoctated with the expression in questions (1) - 
(3) takes the form of simulating the social wellbeing function subject to a 
multiple system of equations. Set up a generalized system of such a 
multiple system simulation problem keeping in view the circular causation 
model of unified reality of Tawhid that guides all processes. 
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6 The simulation problem of question (5) can be estimated by means of 
simultaneous systems model with learning coefficients Say that the 
following two domains of simulated solutions and social wellbeing values, 
respectively, are attained 


(6.1) What is the equilibrium result in this case? 
(6.2) Will such an equilibrium point be in a steady state? Explain your 
answer by means ofa diagram 


0-values 1 2 3 10 
Quantity | 10 12 14 (10). 28 
(16) 

Quantity 2 12 14 (10) 16 (12) 30 
(15) 

Price | 5 6 7(5) 14(8) 
Price 2 a 5 (6) 6 (8) 13 (10) 


Joint Profit-Function as 100 110 (100) 120(110) 190 (120) 
Wellbeing Function 


PART 2 


7 (7.1). The simulation perspective of question 6 in Part | implies that 
there is no unique and steady state equilibrium poimt in the 
knowledge-induced domain. Yet integration leads toward a 
convergence, which yields an expected and evolutionary 
equilibrium point. Using this perspective, draw a diagram using the 
understanding of cobweb model and shifting demand and supply 
curves to show that only evolutionary equilibrium points can exist 
in Islamic market exchange 


{72) Using the one firm example of question 6 draw approximate forms 
of the supply curves in knowledge-induced quantity and price 
variables show how evolutionary equilibrium points can be shown 
in the mulumarket case Explain your determination of such 
evolutionary equilibrium points. 


8 An Islamic bank can be considered as a shareholding company that guides 
the shareholders resources into the proper channels to make stable profits 
and costs and share such profits and costs mutually according to the tenets 
of the Shan‘ah, Islamic Law. In this perspective take back the example of 
question 6 and explain, 
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(8.1) How profit sharing is done between the two firms. 
(8.2) How profit sharing would be done between the firms and the 
shareholders. 


9. An Islamic firm manages to stabilize msk and return by diversifying the 
portfolio of projects and generating shareholders’ participation with 
managers to make collective decisions on portfolio choices and project 
evaluation, 


(9.1) How is this risk-retum behavior in uncertain markets different 
from the risk-aversion behavior of financial theory? 

(9.2) Take the following two sets and show how the risk-return relation 
will look like in the case of Islamic portfolio analysis and 


mainstream portfolio analysis: 

Number of shareholders 100 «130 «140150 
Variance of returns 200 «250 260 300 
Expected retums 500 550) 600 700 
Intensity of participation i 2 3 $s 
As indicated by 6-values 


10. Risk and cost diversification generate complementaritics with product 
diversification in the Islamic economy. 


(10.1) Show how the average cost curve reacts to such complementary 
kinds of diversification effects. 

(10.2) Construct two such shifting average cost curves by assuming 
appropriate values for cost and output. Then draw the path of net 
evolution of average cost between the two underlying 
technologies. Take 0 < @ < | for technology 1; 1 < 0 < 2 for 
technology 2. 


11, Attaining the appropriate form of diversifications as mentioned in question 
4 has a close relationship with project identification in the light of the 
Shari'ah. In the light of the participatory nature of the Islamic economy 
such projects are joint projects. 


(11.1) By means of a diagram show how such joint projects are 
interactive across processes. 

(11.2) By taking product function of costs and outputs and hence profits, 
show that unit cost is lower in the case of joint ventures with 
participatory linkages between the processes of projects than 
ventures that are individually profit-maximizing as in mainstream 
economics, 
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The predominantly micro-basis of the Islamic economy can be found 

in the nature of policy formulations and the models underlying this. 
One example of this is the way that Zakat is treated in the model of 
income and wealth distribution. We take the stance that Zakat is 
specific expenditure that is differentiated by its eight categories. Hence 
Zakat cannot be treated as any expenditure variable in the usual 
Keynesian general equilibrium relations. Besides, if Zakat is so 
differentiated by its expenditure category, then the incomes of that 
category is also to be differentiated. Likewise, the other spending 
categories in that group of Zakat recipient must be scparately 
considered, Over all these is the governing preference formation that 
instills the outlay of Zakat among all categories of Zakat payers, We 
therefore define the sector or category where Zakat is specifically 
directed by the set Aj, i = 1,2,...m as, Ay = (m,¥),Zs,) [6], meaning 
that in this set knowledge variable as formed by the IIE process 
(Shuratic Process) influences all the variables, n,, the number of Zakat 
recipients in the ith category; Y, as the total of wealth and income, Z, 
as the amount of Zakat and <, as the preference deepening to pay 
Zakat in the ith category or sector where Zakat is allayed. The 
subscript i could also be treated as regions and nations in the case of an 
international flow of Zakat across the Muslim world. 


Convert the following set of equations into an income multiplier with 
respect to spending in the ith group. Then show that neither a lateral 
aggregation nor macroeconomic type aggregation by population 
sampling or estimation of the total group-specific expenditure is 
possible. 


(13.1) Y= C= Spi + Z 
Cima + bY, 
Spi =e) = 4. ¥i 
Z=2(¥\-C\—Sp) 
C, denotes consumption expenditure in the ith sector; 
Sp, denotes other forms of spending in the ith sector, 
z= 2.5%, the Zakat rate on net income. 
(13.2) The equation for MI quantity of money in terms of Zakat is 
estimated to be, 


The equation for spending in terms of Zakat is estimated to be, 
Also in the Islamic economy money is simply the sum of spending 


in the real sector in accordance with Shari'ah rules on social rules 
governing transactions and instruments. 
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Write down the reduced form of the equation relating Zakat to the 
other variables, 


What are the implications of the elasticity of Zakat to the other 
variables as shown? 


14. From the formalization of the social wellbeing function in Part 1 it is 
known that the variables of this function are related by a circular causation 
system of derived equations in view of the IIE process being now applied 
to iteration of the variables over phases or processes. Let the social 
wellbeing function be, 


W(8) = Wiyi¥2.21.Z2)[0) 


Y, denotes the real income variable; Z, denotes Zakat variable. Each of the 
variables is influenced by 6, i= 1,2, 


(4) 


(14.2) 


Write down the derived equations and give a theoretical meaning 
for these derived relations in the economic problem of simulating 
the wellbeing function. 

Note that no form of aggregation is now possible other than 
applying the multi-system HE relationship in TSR given by 
expressions (2)-(4) in Part 1. The product form of the social 
wellbeing function can be one such interrelationship between the 
variables, given elasticity of the social wellbeing with respect to 
the variables shown, Let such a product form be, 


W(0) = yi"-y2"-Zi° Za", 
Total Zakat, Z = Z; + Zp; total income y = yy + y2 


cach variable and the elasticity coefficients, a, b, c, d are functions 
of 6-variable. Let | stand for firms; 2 stand for houschold. Let 6- 
value change at a steady rate. Consequently, W(6) and the other 
variables would change at a stcady rate. 

Establish an expression for steady state trend in the rates of growth 
of the variables in the above expression. Graph the y-z trend in 
relation to 6-values. 


Extend the income-spending multiplier relation in question (7.1) 
by including Mudarabah (profit-sharing) and Musharakah (equity 
participation). In this case the spending variable other than 
consumption and Zakat is denoted by, 
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(15.1) Spy =my.C¥) Cy); Spz = m(¥2-C2), 
m, and mp are the portions of the net incomes after consumption 
mobilized into Mudarabah and Musharakah, respectively. 
Explain the relationship between income and spending with respect 
to the evolution of 6-values in the income-spending multiplier with 
Mudarabah and Musharakah? One can note here the importance of 
variable Mudarabah and Musharakah contracts within the IIE or 
Shuratic Processes governing these matters. 

(15.2) Given, 0 < m, < 20%; 0 < m; < 50%, explain the nature of 
equilibium in the @-induced income-spending multiplier in 
Mudarabah and Musharakah. 


16, The concept of aggregate savings in macroeconomic is replaced by that of 
resource mobilization as in the case of Mudarabah and Musharakah. These 
are known to be 6-driven and thus institutionally sensitive to the IIE or 
Shuratic Process. Consequently, the concepts of IS and LM curves of 
macroeconomic general equilibrium system become irrelevant in Islamic 
economics, Consequently, only microeconomic relations are relevant in 
policy formulation. 


(16.1) How is fiscal policy established in this case in terms of spending 
and 


Zakat variables? Note that we need to resort to the TSR 
expressions of questions (2)-(4) in Part | and use the derived 
relations of the social wellbeing simulation problem. 

(16,2) How is monetary policy attuned to fiscal policy with spending = 
quantity of money? Once again we need to resort to the 
evolutionary equilibrium aspects of the simulation problem of 
social wellbeing vis-a-vis the TSR. 


PART3 
17, (17.1) Establish the equivalence between the following two expressions: 


Discounted Present Value of Utility = U(0) = [o"U(He*'dt 
Present Value of a stream of cash-flows, y = P(O) = ,-0"Ly/(1+85)'] 
Thus prove that 5, which is the time value of money as a discount 
rate is the same as the marginal time preference rate in utility 
discounting rate. 

(17.2) In the general case of y = Efy(1)] = £, Probability(y(t))<-y() 
as for U = EfU(t)] = L. Probability(U(t)),.U(t), 5 measures the 
opportunity cost of delaying receipt of a cash flow or utility, and is 
@ function of the risk with which the expected value occurs, But 
since the future contingency cannot be known except for the short- 


(18.1) 


(18.2) 


(18.3) 
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term near the occurrence of the contingency and the real market 
transaction, therefore, 6 cannot be known over time, Hence 
assigning a value to the discount rate to value an asset is Riba. 


Therefore, prove the Islamic unacceptability of the nsk-retum 
capitalization of a project by means of the formula: 


In the general case mentioned in question (1.2) there are multiple 
values of 6 and hence multiple intemal rates of returns, all of 
which could make a project viable when compared with the market 
rate of interest. Yet the difference between the internal rates of 
retumm and the market rate of interest cannot be the same for all 
such IRR. Effectively, if we are to associate such multiple IRR 
values with mutually exclusive projects then there would be 
independent present values. 


Prove the above facts for the following present value formula from 
which the IRR values can be computed: 


PAO) = Sy" y(O).{(1 +g V(1+8)} 

g is the annual rate of growth of y(0). 

If g ts the dividend payout rate in question (2.1) prove that 5 > g in 
order for P(0) to exist. Since 6 is equivalent to interest rate, explain 
the effect of P(t) in the social wellbeing function with respect to 
income and spending. 

Is it then reasonable to have the problem for asset valuation in the 
social sense? 

Max. W=A.yit) 

Subject to, P(0) = Ey? y(ty/(1+8)]' 

Interpret the relationship between the time change in y(t) and 6. 


PART 4 


19. Refer to the Annual Reports of the Islamic Development Bank to deduce 
from them the kinds of Islamic development financing instruments that are 


being 


(19.1) 


used to mobilize financial resources across sectors of the 
Ip economics 


Do you find complementanities between these development 
financing 

instruments and the sectoral allocation of financial resources? Or is 
the allocation by and large ad hoc without a conscious undertaking 
on such complementaritics? 
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(19.2) What could you suggest to the IDB in terms of improving the 
linkages between member countries by way of trade and 
development through linkages between sectors and development 
financing instruments? 


How can a Forward Overlapping Generation (FOG) model of project 
evaluation be used in the light of the institutional, social and economic 
perspectives of development of this FOG model with respect to the 


systems perspective? 


What policy alternatives can be developed respecting the use of Islamic 
financing instruments in bringing about the systemic relations between 
money, finance and the real economy? 


Develop the answer to Question (21) in the framework of a general 
equilibrium approach using the following variables and their 
interrelations: 


(22.1) Abolition of Riba, development of trade, instruments of Mudarabah, 

(22.2) Musharakah and Murabaha, resource mobilization and social 
wellbeing. 

(22.3) How can the Islamic financing institutions be linked with the Central 
Bank, 


the Ministry of Planning and National Economy and the Islamic 
Development Bank to bring about the kind of complementary 
relationship suggested in questions (1)-(3). 


PARTS 


23, Draw the systems chart showing the relationship between the central bank 
and the commercial bank in a conventional economy. 


(23.1) By means of this diagram explain the meaning of bonds, shares, 
stocks, secondary financing instruments and liquidity, Write down 
and explain the general relationships between these. 

(23,2) What is the effect of interest rates and exchange rates on the 
models interrelating the above variables? Show b means of 


diagrams. 


24. Answer all parts of Question (23) all over again by changing the monetary 
and financial relationship with bonds, shares, stocks and liquidity in the 
case of Islamic financial intermediaries, 
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25. Consider the following functions of an Islamic bank and show how they 
can promote microcnterprise development: 


(i) Human resource development 

(i) Social wellbeing of the grassroots level of society in terms of their 
productive transformation 

(iii) Sustainable development 

(iv) Participatory institutions 

(vy) | Appropriate financing instruments to replace the interest-based 
aspects of resource mobilization. 

(25.1) Put Question (25) in the form of a systems diagram reflecting the 
TSR model 


26, (26.1) How does an Islamic insurance scheme work? Sct up a Balance 
Sheet of a Takaful and a Re-Takaful, 
(26.2) Use the principle of Islamic insurance to explain how Takaful 
plays a central role in interlinking the monetary, financial and real 


sectors. 

(26.3) Use a computer systems design and simulation approach to show 
how the money-real economy complement is established by the 
intermediation of Takaful and Re-Tukaful. 
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